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EXECUTIVE SUMMARY

ISSUES AND SOLUTIONS

On October 8, 1993, Energy Secre-
tary Hazel R. O’Leary asked the Na-
tional Petroleum Council to assess from
an energy production perspective the
implications of a proposal by the Depart-
ment of Interior’s Minerals Management
Service (MMS) to implement the finan-
cial responsibility requirements of the
Oil Pollution Act of 1990 (OPA).

Properly implemented, OPA could
safeguard the public interest by improv-
ing oil spill prevention and response,
without undue harm to the oil and gas
industry. However, this report concludes
that the new financial responsibility re-
quirements, as contained in the MMS’s
preliminary broad interpretation, could
have serious and substantial impacts on
all segments of the oil and gas industry
and disrupt commerce in many other ar-
eas without benefiting the environment.
Even under a narrower interpretation of
OPA’s requirements, offshore operators
will face significant new cost burdens.

The MMS must exercise its inherent
administrative flexibility to incorporate
the recommendations made in this report
into its regulations. At this point, while
those regulations are being developed,
the Council believes it is appropriate to
concentrate on potential administrative
remedies. After the MMS proposes a

rule, more will be known as to whether
problems associated with OPA have been
remedied or whether legislative amend-
ment or additional administrative actions
are required.

THE ISSUES

Signed into law on August 18, 1990,
OPA followed several large and well-
publicized transportation-related oil
spills. The Act’s best known prevention
measure was its requirement for double
hulls on tankers. Its other prevention
and cleanup provisions have been part of
new operating regimes industry-wide.
The first goal: don’t spill.

A central tenet of the law is the “pol-
luter pays” principle. It established a
rigorous liability regime backed by “fi-
nancial responsibility” requirements to
assure that those potentially responsible
for a spill would have readily available
financial resources to pay for cleanup
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and damages. Parties responsible for off-
shore facilities must show evidence of fi-
nancial responsibility up to $150 million,
more than quadrupling from $35 million
required under previous law. This evi-
dence of financial responsibility is
demonstrated by the issuance of a “cer-
tificate” of financial responsibility, or
COFR.

The Minerals Management Service
has been delegated the responsibility
for implementing OPA as it relates to
offshore facilities. The MMS released
an Advance Notice of Proposed Rule-
making on Oil Spill Financial Responsi-
bility for Offshore Facilities Including
State Submerged Lands and Pipelines
(68 FR 44797) to solicit public com-
ments on financial responsibility and af-
fected parties. The MMS’s preliminary
interpretation of the definitions and in-
teraction of the terms “offshore facility,”
“onshore facility,” and “responsible
party” would have the effect of imposing
a financial responsibility requirement
on all types of petroleum production, re-
fining, transportation, and distribution
facilities, whether located in the tradi-
tional offshore—the federal Outer Con-
tinental Shelf and territorial sea—or lo-
cated onshore. As a result, the
responsible party for any of these opera-
tions would be required to show evi-
dence of $150 million of financial re-
sponsibility.

2

The requirement to show evidence of
financial responsibility is a pre-condition
for continued operation. If the prelimi-
nary interpretation were to prevail in fi-
nal regulations, including the present
self-insurance test, only some of the
largest firms would be able to self-insure,
leaving hundreds of firms unable to evi-
dence the required financial responsibil-
ity. Even if conventional insurance were
available to meet such a requirement—
and it is not clear that it would be, as
discussed more fully later—many compa-
nies would not be able to tolerate such
an added cost in their operations. Since
self-insurers may incur no incremental
cost, any firm unable to self-insure would
be at a competitive disadvantage in the
best of circumstances and unable to oper-
ate in the worst.

The preliminary interpretation by
the Minerals Management Service ig-
nores the Oil Pollution Act’s careful dis-
tinctions between “onshore facility” and
“offshore facility.” The law treats the
two differently for liability, spill re-
sponse, contingency planning, and a
number of other issues. The law im-
poses no requirement for evidencing fi-
nancial responsibility for onshore facili-
ties. Furthermore, the law specifies the
“responsible party” separately for on-



shore facilities and offshore facilities.
For an offshore facility, the responsible
party is the “lessee,” “permittee,” or

“holder of easement,” just as it was un-
der the law that preceded OPA, the
Outer Continental Shelf Lands Act.
These terms apply solely to the tradi-
tional offshore area and have no mean-
ing when applied to refineries, termi-
nals, and other facilities located on land.

Even with an MMS interpretation
narrowed to the traditional offshore
only, the offshore producers unable to
self-insure face a burden from the re-
quirement that they show evidence of
$150 million of financial responsibility.
This added cost will result in the loss of
oil and gas production and reserves due
to early abandonment and in increased
reliance on oil imports. Furthermore,
the increased cost creates barriers to en-
try for new and existing operators evalu-
ating whether to bid on or purchase off-
shore properties and increases the
threshold economic field size.

In contrast to the Administration’s
stated policy, OPA’s requirements will
also impair natural gas production. Gas
produced in association with crude oil
will bear the additional cost of the finan-
cial responsibility requirements. Non-
associated gas, in the absence of a de
minimis rule, will also bear a cost be-

cause of the co-production of condensate.
Under a narrowed rule, these cost bur-
dens will apply only to the offshore, the
most prolific gas production area. All
exploration wells, regardless of objec-
tive, will require the same evidence of fi-
nancial responsibility.

Any decline in activity in offshore
operations cascades to their service in-
dustries, the royalties and taxes they
provide, and finally the dependent re-
gional economies. Louisiana and Texas
are the bases for the vast majority of op-
erations in the Gulf of Mexico, and their
economies are dependent on the jobs and
taxes those operations generate. Fed-
eral royalties will also fall with produc-
tion on the Outer Continental Shelf and

lease bonus bids will likely decline.

The $150 million financial responsi-
bility level is arbitrary: since the impo-
sition of the $35 million financial re-
quirement in 1978, no spill on the
federal offshore has breached even that
lower level according to the MMS model-
ing of OPA-covered costs and damages.
Low pressure reservoirs and the resul-
tant need for artificial lift, blowout and
spill prevention equipment, and auto-
matic shutdown systems, safety train-
ing, and drills all have contributed to
this exemplary record. These measures



proved effective during Hurricane An-
drew, a “100-year” storm, where only
small spills occurred even after plat-
forms and other facilities were evacu-

ated, and in some cases destroyed.

open-ended liabilities. These institu-
tions will be reluctant to dedicate new
capital to the petroleum industry, since
the costs associated with a spill could
bankrupt the borrower. Furthermore,
the assets of a current operator unable
to demonstrate evidence of responsibil-
ity will suddenly be devalued, forcing
lenders to re-evaluate their use as col-
lateral.

The insurance industry has indi-
cated that, while it will continue to pro-
vide pollution cover for offshore opera-
tions, it will not allow those policies to
be used as guarantees of financial re-
sponsibility. Of particular concern is the
combination of the Act’s provisions that
guarantors of financial responsibility are
directly liable for costs and damages,
that the guarantor cannot assert stan-
dard defenses to that liability, and the
fact that OPA does not preempt state
laws, which may expose underwriters to
liabilities above OPA’s financial respon-
sibility level of $150 million. In the ab-
sence of insurance cover, evidence of fi-
nancial responsibility may be
unavailable to any company unable to
self-insure.

Banks and other financial institu-
tions that have traditionally been the
industry’s primary source of capital also
have serious reservations about certain
provisions of the Act. These institutions
are reassessing the risks and returns of
lending capital in light of potential

The Oil Pollution Act establishes li-
ability for natural resource damages to
protect the public’s interest in the envi-
ronment. If interpreted in regulations
from the National Oceanic and Atmo-
spheric Administration as currently
proposed, these damages will include
“passive-use values.” Whether or not
consideration of passive-use values is
necessary in assessing damages to natu-
ral resources, is still the subject of de-
bate. Undebatable, however is that
these passive-use value liabilities, un-
less properly measured, may expose op-
erating companies to unpredictable,
large, and potentially bankrupting lia-
bility regimes. At present, the only
mechanism being considered for mea-
suring “passive-use value” is the Con-
tingent Valuation Methodology. Using
this unpredictable and unproven
methodology could result in an intolera-
ble burden on operating companies,
their financial providers and sharehold-
ers, and ultimately on the consuming
public.



THE SOLUTIONS

The statute specifically differ-
entiates between “onshore” and
“offshore” facilities in various
aspects of the law—those deal-
ing with elements of liability,
defenses to liability, limits on li-
ability, interest paid, claims
procedure, advertisement of
source, and subrogation. Sec-
tion 1016 of the Oil Pollution
Act applies financial responsi-
bility obligations only to the re-
sponsible parties for vessels,
offshore facilities, and deepwa-
ter ports. The MMS application
of “offshore facility” is so broad
that it would ignore the statu-
tory and case law distinctions
between onshore and offshore
facilities, making virtually all
facilities “offshore.” Such a re-
sult is not supported by the
statute and its legislative his-

tory.

However, the use of the spe-
cific term and the statutory def-
inition of “responsible party”
further indicates that Congress
was clearly focused on imposing
the OPA financial responsibility
obligation only on traditional
offshore exploration and pro-
duction facilities, rather than
all facilities. That definition
makes only “lessees,” “permit-
tees,” or the “holder of a right of
use and easement” responsible
for evidencing financial re-
sponsibility. Those terms gen-
erally have no commercial ap-
plicability to traditional
onshore facilities, financial in-
stitutions providing capital, or
insurance companies providing
coverage to responsible parties.
Accordingly, to be consistent
with OPA and its legislative
history, the Council believes
that the MMS must narrow the
scope of its rule.

The MMS has the legal and
regulatory flexibility to estab-
lish both risk-based levels of fi-
nancial responsibility and to ex-
empt certain small risk facilities
from the financial responsibility
requirement (but not, of course,
from OPA’s liabilities and other
obligations).

Risk, as reflected in Worst
Case Discharge volumes, should
be the primary determinant of a
facility’s financial responsibility




class. Other elements of risk—
quality of oil and location—
could be used either by petition
to the MMS or by formula, to
adjust a facility’s class. Opera-
tors of more than one facility
would be placed in the
appropriate class for the facility
with the largest Worst Case
Discharge.

Facilities with Worst Case Dis-
charges of 250 barrels of oil or
less should be exempt from the
financial responsibility require-
ment. Facilities with Worst Case
Discharges of more than 250 but
less than 1,000 barrels of oil
should be able to petition for ex-
emption as well, based on factors
that mitigate risk of spills and
pollution damage.

Facilities handling 1,000 bar-
rels of condensate or less should
also be exempted, as they are
Now.

The MMS should focus on the
real purpose of self-insurance
tests: to measure an operator’s
ability to pay for costs and dam-
ages of a spill. The National
Petroleum Council has pro-
posed a three-part self-insur-
ance test that incorporates new
measures of financial strength
more reflective of current oper-
ating norms. The self-insurers
would be required to meet a tra-
ditional “ratio” test, or a “bond
rating” test, or finally a “mutual
loss membership” test. This
last test would include a limited
showing of financial strength
coupled with a mandatory
membership in a newly estab-
lished, MMS-approved mutual
loss funding mechanism. Mem-
bership in such a mechanism
would be mandatory only for
those operators seeking to self-
insure through the “mutual loss
membership” test.

In commerce and in case law,
there is a clear distinction be-
tween the roles and obligations
of insurers and guarantors,
which is blurred in OPA’s lan-
guage and in the MMS Advance
Notice of Proposed Rulemaking
(ANPR). The MMS, however,
must recognize the distinction
between guarantors and insur-
ers in its rule.

The MMS should accept evi-
dence of financial responsibility
provided to a state as credit to-
ward OPA’s requirements, and it
should streamline state-federal
cooperation on administration
and implementation of financial
responsibility provisions.




President Clinton recognized the
difficulty of implementing regulatory
schemes that meet conflicting national
goals in his Executive Order 12866 on
Regulatory Planning and Review.
Achieving OPA’s important environ-
mental goals “without imposing unac-
ceptable or unreasonable costs on soci-
ety” requires interagency review and
the utilization of its regulatory flexibil-
ity. The need for a careful regulatory
approach is particularly strong in areas
such as the U.S. offshore, where the
costs of cumulative regulation are high
relative to the environmental risks.
The Council finds the potential for a se-
rious negative impact on domestic oil
and gas production as a result of the
OPA financial responsibility require-
ment. Accordingly, the Council recom-
mends the Secretary of Energy become

actively involved in the ongoing rule-
makings by:

e Working with MMS to promulgate a
regulation that meets OPA and en-
ergy policy goals, consistent with
Executive Order 12866.

e Working with the President and the
National Economic Council to bring
about a risk-based approach to this
financial responsibility, which recog-
nizes the excellent environmental
record of the offshore oil and gas in-
dustry.

¢ Continuing to participate in the nat-
ural resource damage assessment
rulemakings and ensuring high-level
administration review of such as-
sessment issues to avoid unpre-
dictable and potentially bankrupting
liabilities on oil and gas operators.



INTRODUCTION

On October 8, 1993, Hazel R.
O’Leary, the Secretary of Energy, re-
quested the National Petroleum Coun-
cil’'s (NPC) advice and recommendations
on certain aspects of the Advance Notice
of Proposed Rulemaking (ANPR) from
the Minerals Management Service
(MMS). The Secretary’s letter specifi-
cally requested that the NPC consider
“the impacts the financial responsibility
proposal may have on domestic energy
exploration, development and produc-
tion, as well as recommendations on
ways the goals of the legislation could be
met while minimizing adverse economic
impacts, if any, on the domestic
petroleum industry.” The Secretary also
requested that the Council report by De-
cember 1, 1993. (See Appendix A for a
copy of Secretary O’Leary’s letter and a
description of the NPC.)

On October 20, 1993, the Council
considered and unanimously accepted
the Secretary’s study request. The
Council established the Committee on
the Oil Pollution Act (Committee) and
appointed H. Leighton Steward, Chair-
man, President, and CEO, Louisiana
Land & Exploration Company, to chair
the Committee. Jack S. Siegel, Acting
Assistant Secretary, Fossil Energy, U.S.
Department of Energy, served as Co-
chair. The Committee is assisted by a
Subcommittee chaired by Robert D.
Armstrong, Louisiana Land & Explo-

ration Company, and Leonard L. Coburn
of the Department of Energy. (See Ap-
pendix B for rosters of the Committee
and Subcommittee.)

In December 1993, the Committee
issued an interim report that reviewed
the specific provisions of the Oil Pollu-
tion Act of 1990 (OPA), reported on the
impact to industry, and made limited
suggestions on how the Minerals Man-
agement Service could solve some of the
problems in its rulemaking activity.
This final report discusses specific solu-
tions to the problems that were reported
on in the interim report.

The MMS received over 1,700 sets of
comments in response to their ANPR.
The NPC reviewed summaries of those
comments as part of its work in prepar-
ing this report.

This report primarily focuses on the
impact of the MMS ANPR on Outer Con-
tinental Shelf (OCS) exploration and
production and also discusses its impact
on onshore domestic oil and gas explo-
ration and production activity, refining,
transportation, and distribution opera-
tions. The reaction of the insurance in-
dustry and financial industry to the
MMS ANPR is also presented and dis-
cussed in some detail.

Understanding the effect of the
MMS proposal on the insurance and fi-
nancial communities is central to under-
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standing the consequences the proposal
will have on domestic oil and gas pro-
duction. As will be discussed in detail
later in the report, the domestic oil and
gas industry cannot survive without ac-
cess to competitive capital markets, and
capital will be diminished if the finan-
cial community perceives that the oil
and gas industry will be unstable be-
cause of the risks imposed by the MMS
regulatory requirements. The same is
true of the insurance industry; as the
risk of doing business with the domestic
oil and gas industry increases, their
participation will diminish or vanish.
Without the participation of the insur-
ance and financial capital markets, part
of the existing domestic oil and gas pro-
duction and future exploration and pro-
duction are in jeopardy of being lost.

If the MMS regulations are per-
ceived by the insurance industry and fi-
nancial community to impose a risk on
domestic oil and gas producers that can-
not be accurately measured, if the liabil-
ity is assumed to be limitless or un-
known, and if financial liability costs are
extraordinary and future cash flow diffi-
cult to predict, then the providers of
these services will seek other business
environments and opportunities that
carry less risk.

OPA’s far-reaching consequences on
domestic energy production are only now
beginning to be recognized. There is a
comprehensive body of literature analyz-
ing OPA’s impact on vessels, an aspect
not analyzed further here. Likewise,
there are many parties potentially af-
fected by the MMS proposal regarding
the relationship among the definitions of
“offshore facilities,” “responsible par-
ties,” and “waters of the United States”
that this report does not address, includ-
ing: electric utilities, petrochemical

10

plants, airports, marinas, farms, munici-
palities, local distribution companies,
and industrial plants.

This report proposes solutions that
deal both with the MMS’s very broad ju-
risdiction interpretation and the prob-
lems associated with the traditional off-
shore production industry. The NPC
finds that the MMS should interpret
OPA to set levels of financial responsibil-
ity that reflect the risk imposed. Addi-
tionally, this report suggests alternative
methods that operators may use to meet
the financial responsibility require-
ments.

These solutions are based on the ad-
ministrative flexibility of the MMS to
propose a means for compliance with
OPA that would meet the intent of the
statute and alleviate some of the finan-
cial burdens that could be imposed on
offshore facilities. However, the report
recognizes that if the problems are not
remedied by the MMS rulemaking, there
would have to be further consideration
as to whether legislative amendment or
additional administrative actions are re-
quired.

Pertinent legal documents are ap-
pended to this report for ready refer-
ence. These include:

Appendix C: The Oil Pollution Act of
1990

Appendix D: Status of Studies, Re-
ports, and Rulemakings Pursuant to
OPA

Appendix E: Minerals Management
Service’s Advance Notice of Pro-
posed Rulemaking

Appendix F: Executive Order 12777
on Delegation of Authority

Appendix G: Executive Order 12866
on Regulatory Planning and Review.



CHAPTER ONE

LEGAL BACKGROUND AND HISTORY

Since the early 1970s, actions on
three fronts have greatly reduced the
risks of oil spills from U.S. offshore pro-
duction facilities. First, regulation of
offshore operations under federal and
state laws has been significantly tight-
ened to help prevent spills and to re-
spond quickly to those that do occur.
Secondly, improved spill prevention
technology, such as automatic shut-in
systems, has been installed to virtually
eliminate the potential for a catas-
trophic spill. And finally, oil spill contin-
gency planning and response mecha-
nisms have been implemented on both
the federal and state levels to assure
timely and effective response and
cleanup when a spill does happen.

HISTORY OF OIL SPILL
LEGISLATION

Various approaches have been taken
to address oil spill liability and compen-
sation in the United States. Section 311
of the Federal Water Pollution Control
Act (FWPCA) provided oil spill liability
for the discharge of oil by owners, opera-
tors, or any person in charge of a vessel
or any onshore or offshore facility. Un-
der the FWPCA, liability for onshore
and offshore facilities was limited to an
amount “not to exceed $50 million ex-

cept in that where the United States can
show that such discharge was the result
of willful negligence or willful miscon-
duct within the privity and knowledge of
the owner.” However, the President was
given the authority to establish, with re-
spect to any class or category of onshore
or offshore facilities, a maximum limit of
liability under the FWPCA less than
$50 million but not less than $8 million.
The FWPCA required that certain ves-
sels maintain evidence of financial re-
sponsibility and its guarantors be sub-
ject to direct action. The FWPCA did
not require evidence of financial respon-
sibility for onshore and offshore facili-
ties. Since the statute provided for
guarantees of financial responsibility
and direct action against those providing
such guarantees, the government no
longer had to concern itself with certain
traditional legal obstacles, such as “the
financial status of the vessel owner or
the availability of a vessel to arrest and
proceed against in rem.” Liability under
the FWPCA was limited to removal or
cleanup costs and natural resource dam-
ages. No other category of damages was
recoverable under the FWPCA.

In 1978, Congress amended the
Outer Continental Shelf Lands Act
(OCSLA) to provide liability for oil spills
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from offshore facilities located on the
Outer Continental Shelf and for vessels
transporting oil from such offshore facil-
ities. An oil pollution compensation
fund was established to be available for
cleanup and removal costs and process-
ing claims made under the statute in the
event that a responsible party was un-
available. Liability for offshore facilities
included unlimited costs of cleanup and
removal plus an amount limited to no
more than $35 million for all other dam-
ages. The recoverable damages in-
cluded: injury, destruction, or loss of use
of real or personal property; injury or
loss of use of natural resources; lost prof-
its or impairment of earning capacity
due to an injury or destruction of real or
personal property; and loss of tax rev-
enue due to injury to real or personal
property.

Under OCSLA, the owner or opera-
tor of an offshore facility used for
drilling, producing, or processing, which
had the capacity to transport, store,
transfer, or otherwise handle crude oil or
1,000 barrels or more of condensate at
any one time, was required to establish
and maintain, in accordance with regu-
lations, evidence of financial responsibil-
ity sufficient to satisfy the maximum
amount of liability that it would be sub-
ject to under the statute or $35 million,
whichever was less. Further, OCSLA
provided for direct action against any
guarantor providing evidence of finan-
cial responsibility for an owner or opera-
tor of an offshore facility. As a result,
there was concern regarding the unlim-
ited liability imposed under OCSLA
with respect to removal costs which
could also be imposed upon the guaran-
tors who provided the evidence of finan-
cial responsibility and became liable to
be sued directly under the statute.

Consequently, in 1988, Congress en-
acted the Outer Continental Shelf
Operations Indemnification Clarification
Act of 1988. Under the Clarification
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Act, Congress amended Section 305 of
OCSLA by adding a new subsection lim-
iting the liability of any guarantor in a
direct action law suit (discussed later in
this report).

Soon thereafter, various oil tanker
spills prompted Congress to revisit the
issue of oil pollution. The 250,000 bar-
rel oil spill from the Exxon Valdez, in
Prince William Sound, Alaska, as well
as other transportation-related oil spills,
exhibited to Congress that “oil pollution
from accidental tanker spills is a real
continuing threat to the public health
and welfare and the environment.” Ac-
cordingly, in August of 1990, the Oil Pol-
lution Act of 1990 was enacted. Though
the events giving rise to the enactment
of OPA involved oil spills from vessels,
OPA covers not only vessels but also on-
shore and offshore facilities as well as
deepwater ports. OPA also contained
provisions that amended, repealed, or
superseded some of the previously men-
tioned oil spill related statutes. As to
the FWPCA, certain provisions were su-
perseded with respect to any incident
for which liability was established un-
der OPA. Finally, all amounts in the
various oil spill funds set up by certain
federal statutes were consolidated into
the new Oil Spill Liability Trust Fund
established under OPA.

HISTORICAL REVIEW OF OCS
SPILL OCCURRENCES

OPA and other oil spill prevention
and control legislation are aimed at un-
controlled releases of petroleum from oil
and gas operations including transporta-
tion. It must be recognized, in addition,
that there is a constant input of
petroleum into the offshore environment
due to natural seeps. These seeps, rec-
ognized for centuries, are known to be re-
leasing quantities that overshadow the
amounts spilled from offshore exploration
and production operations (see Figure
1-1). Recent advances in undersea
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research technology are providing fur-
ther discoveries, measurements and un-
derstanding of the seep occurrences, the
large magnitude of their volumes, and
their role in the surrounding ecosys-
tems. The Gulf of Mexico and offshore
California are two examples of ecosys-
tems that have evolved in the presence
of seeps.

What happens to this 0il? There is
no environmental damage attributed to
these releases, because it is dissipated
through natural processes including
biodegradation. There is a difference in
an ecosystem’s response to a continuous
low level input and a sudden spill, espe-
cially near shore. However, because oil
is a naturally occurring product, the ac-
tual damage from a small spill or the
fear of long-term effects from a catas-
trophic spill are often misrepresented.
Thus, a true understanding of the fate
and effect of oil spills and releases is
necessary when formulating spill pre-
vention policy and damage assessments.

OPA failed to recognize the record of
spills from offshore operations. Ac-
cording to the MMS’s most recent data,
over the past 20 years an insignificant
amount of oil had been spilled from facil-
ities on the OCS. For the years from
1974 through 1991, there have been 92
tanker spills of amounts greater than
1,000 barrels, representing a total vol-
ume of 1.9 million barrels of oil. In con-
trast, during the same period, there
have been only 9 spills of amounts
greater than 1,000 barrels originating
from OCS facilities, totaling less than
70,000 barrels. This disparity in oil
tanker spills as opposed to oil spills from
OCS facilities should explain the Con-
gressional emphasis on addressing oil
tanker spills in enacting OPA. (See Fig-
ures 1-1 and 1-2 and Tables 1-1 and 1-2.)
Technological advances and operational
improvements in offshore activities are
discussed in Chapter Two.

As shown in Figure 1-2, since 1970
no spill on the federal Gulf of Mexico off-
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Source: The Minerals Management Service.

Figure 1-2. Major Oil Spill Cleanup and Associated Damages Costs*—1971-1991
(for Major Spills from Offshore Facilities on the Gulf of Mexico OCS).

14



TABLE 1-1

OIL SPILLS FROM TANKERS VS. OIL SPILLS FROM OCS FACILITIES
(SPILLS OF 1,000 BARRELS OR MORE, 1974-1991)

Tankers* OCS FacilitiesT

Year No.of Spills  Volume (Bbl) No.of Spills  Volume (Bbl)
1974 6 89,676 2 23,333
1975 10 246,358 0 -
1976 8 389,340 1 4,000
1977 4 32,401 0 -
1978 5 15,744 0 -
1979 8 341,345 1 1,500
1980 7 73,475 1 1,456
1981 4 32,047 1 5,100
1982 2 2,466 0 -
1983 3 3,986 0 -
1984 10 138,073 0 -
1985 5 22,607 0 -
1986 5 24,419 0 -
1987 3 31,310 0 -
1988 3 39,350 1 15,576
1989 5 262,034 0 -
1990 4 139,077 2 18,992
1991 0 - 0 -
Total 92 1,883,708 9 69,957

* Total of crude oil and refined product spilled in U.S. and coastal offshore waters.

1 Total of crude oil and condensate spilled from facilities of Federal OCS Leases
(all spills listed took place in the Gulf of Mexico OCS).

shore has resulted in cleanup and dam-
age costs as high as OPA’s $150 million
financial responsibility requirement.
The MMS has taken the records of ac-
tual costs for spills and estimated what
those costs would have been under
OPA. In fact, no spill on the federal Gulf
of Mexico offshore exceeded the lower
$35 million financial responsibility cur-
rently in force under OCSLA. Under
OPA, if an offshore facility is subject
only to limited liability, its responsible
party will pay all cleanup costs and up
to $75 million in damages.

OPA’s $150 million financial re-
sponsibility requirement implies
cleanup costs as high as $75 million.
The MMS data show the most expen-
sive spill on the Gulf of Mexico OCS
had cleanup costs of about $10 million.
For that same spill in 1970, before ad-
ditional facility safety devices and pro-
cedures came into routine use, the
MMS estimated that OPA damages
would have been about $20 million.
The new devices and procedures are
discussed more fully in the next sec-
tion.
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TABLE 1-2

BLOWOUTS AND SPILLAGE FROM FEDERAL OFFSHORE OIL WELLS
COMPARED TO ANNUAL PRODUCTION ON THE OCS, 1971-1990

No. of Drilling Blowouts Nondrilling Blowouts Total Spills
Well Exploration Development Production Workover Completion No. of in Production
Year Starts No. Bbl No. Bbl No. Bbl No. Bbl No. Bbl Blowout Barrels MMbbls.
1971 851 2 0 0 0 2 450 1 0 0 0 5 450 418.5
1972 845 2 0 1 0 0 0 0 0 0 0 3 0 411.9
1973 820 2 0 1 0 0 0 0 0 0 0 3 0 394.7
1974 802 0 0 1 0 2 75 1 200 0 0 4 275 360.6
1975 842 4 0 0 0 0 0 1 0 1 0 6 0 330.2
1976 1,078 1 0 4 0 1 0 0 0 0 0 6 0 316.9
1977 1,240 2 0 2 0 0 0 3 0 2 0 9 0 303.9
1978 1,164 4 0 5 0 0 0 2 0 1 0 12 0 292.3
1979 1,140 3 0 2 0 0 0 0 0 0 0 5 0 285.6
1980 1,158 3 0 1 0 1 1 2 0 1 0 8 1 277 .4
1981 1,208 2 0 1 0 0 0 2 64 5 0 10 64 289.8
1982 1,255 0 0 4 0 0 0 3 0 1 0 8 0 321.2
1983 1,180 3 0 4 0 0 0 1 0 1 0 9 0 348.3
1984 1,352 3 0 2 10 0 0 1 0 0 0 6 10 370.2
1985 1,169 2 0 0 0 1 40 1 0 0 0 4 40 389.3
1986 694 1 0 0 0 0 0 1 0 0 0 2 0 389.2
1987 845 3 0 1 60 3 0 1 0 0 0 8 60 366.1
1988 950 0 0 1 0 0 0 0 0 0 0 1 0 320.7
1989 947 2 0 3 0 0 0 2 0 0 0 7 0 305.1
1990 1,018 1 0 1 0 0 0 2 8 0 0 4 8 324.4
Total 20,558 40 0 34 70 10 566 24 272 12 0 120 908 6,816.3

Note: Only crude oil and condensate blowout spillage is given here, in barrels for the 120 blowouts that occurred during the past 20 years.
Production totals are given in millions of barrels (MMbbl). Information on other than oil and condensate spills may be obtained from the Chief,
Engineering and Technology Division, MMS, Herndon, Virginia 22070.

Source: U.S. Department of Interior, Minerals Management Service, Federal Offshore Statistics 1990.




OIL SPILL CONTINGENCY
PLANNING AND RESPONSE
MECHANISMS

The United States Coast Guard, the
MMS, and industry historically coordi-
nate their efforts in order to provide for
an effective spill response to an OCS-
related discharge. The MMS is respon-
sible for spill abatement and mitigation
measures on or within 500 meters of a
platform, drilling rig, or other OCS facil-
ity. The U.S. Coast Guard has the ulti-
mate responsibility for ensuring that the
oil spill incident is effectively cleaned
up. The OCS operators are required to
prevent pollution, inspect and maintain
oil spill response equipment, develop oil
spill contingency plans, and conduct
drills and training for oil spill response
personnel. Oil spill contingency plans
provide response guidelines for responsi-
ble parties when a spill occurs. These
plans provide for the preplanning, man-
agement, and coordination of all of the
operations at the scene of a spill, as well
as of the communications between in-
volved parties at the time of a spill. To
effectively accomplish oil spill contain-
ment and removal actions, the MMS re-
quires that all Exploration Plans, Devel-
opment and Production Plans, and
Development Operations Coordination
Documents be accompanied by an Oil
Spill Contingency Plan.

The federal government’s current
network of contingency plans is continu-
ously updated and reviewed. If analysis
indicates that a potential spill could pos-
sibly contact the shoreline in an environ-
mentally sensitive area prior to the
operator reaching the spill site and/or
without allowing sufficient time for
cleanup, the operator, as a condition of
plan approval, would be required to re-
align resources and submit a revision to
the contingency plan to demonstrate ap-
propriate oil spill protection methodol-
ogy outlined in its exploration/develop-
ment plan to protect those resources.

Additionally, the MMS has an ongoing
program to assure that all offshore oper-
ations have personnel trained in the use
of equipment and in the methodology of
spill containment and cleanup. The
MMS, Gulf of Mexico OCS region, con-
ducts unscheduled drills on five or six
randomly selected operators each year.
The various drills include different
stages of deployment of equipment and
personnel. In the Gulf of Mexico region,
oil spill response equipment, identified
in each operator’s regional oil spill con-
tingency plans, is maintained at nine
strategically located onshore bases by
the oil industry cooperative, Clean Gulf
Associates (CGA). All CGA bases have
offshore skimmer systems known as
Fast Response Systems, boat and heli-
copter spray systems, communications
equipment, etc. Similar provisions for
unannounced drills and oil spill re-
sponse are in place in other OCS re-
gions.

In addition to plans by the federal
government and private industry, there
are contingency plans developed at the
state and local authority levels. The
states of Florida, Texas, Alabama, and
Mississippi (for the Gulf coast), and Cal-
ifornia (for the Pacific), to name a few,
have oil and hazardous substance pollu-
tion contingency plans for their coastal
areas.

THE OIL POLLUTION ACT OF 1990

The Oil Pollution Act was signed into
law by President Bush on August 18,
1990. The Act followed on the heels of
several widely publicized oil spills. OPA
aims to lessen the number of oil spills
and improve the level of preparedness
and ability to respond to spills when
they occur. As previously discussed, the
Act creates a comprehensive prevention,
response, liability, and compensation
regime for dealing with vessel- and facil-
ity-caused oil pollution from spills in
navigable waters. When an oil spill
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occurs in U.S. navigable waters, OPA
mandates that the responsible party will
promptly respond and pay its costs and
damages.

Until recently, the focus of public
and regulatory attention has been OPA’s
provisions affecting vessels and the im-
plementing language proposed by the
U.S. Coast Guard. Currently, however,
the definition and breadth of OPA’s “off-
shore facilities” provisions have become
the focus of increased attention due to
the added breadth in the ANPR. Ac-
cordingly, this report explores some of
the major issues raised by OPA’s defini-
tions of “navigable waters of the U.S.,”
“responsible parties,” and “offshore facil-

ities” and how those terms are used in
ANPR published by the MMS.

Under OCSLA, the MMS required
that owners and operators of facilities
located in the OCS show evidence of fi-
nancial responsibility equal to $35 mil-
lion with a civil penalty of $20 thousand
per incident. OPA increased the finan-
cial responsibility of “responsible par-
ties” to much higher levels than in any
previous statute and included the princi-
ple of “polluter pays,” to prevent the fed-
eral and the state governments from be-
ing, de facto, the guarantor of final
resort.

The Act requires that:

for “offshore facilities” . . . each
responsible party . . . shall es-
tablish and maintain evidence
of financial responsibility of
$150,000,000 to meet the
amount of liability to which the
responsible party could be sub-
jected in a case in which the re-
sponsible party would be enti-
tled to the limit liability . . . In
a case in which a person is the
responsible party for more than
one facility . . . evidence of fi-
nancial responsibility need be
established only to meet the
maximum liability applicable to
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the facility having the greatest
maximum liability.

Under OPA, financial responsibility may
be demonstrated by:

any one or by any combination
of the following methods which
the President . . . determines to
be acceptable: evidence of in-
surance, surety bond, guaran-
tee, letter of credit, qualification
as a self insurer, or other evi-
dence of financial responsibility
. . . the President . . . may spec-
ify policy or other contractual
terms, conditions, or defenses
which are necessary, or which
are unacceptable, in establish-
ing evidence of financial respon-
sibility to effectuate the pur-
poses of this Act.

One provision of the Act that has partic-
ularly caught the attention of the insur-
ance industry is the financial responsi-
bility section’s direct action clause:

Any claim for which liability
may be established . . . may be
asserted directly against any
guarantor providing evidence of
financial responsibility for a re-
sponsible party liable . . . for re-
moval costs and damages to
which the claim pertains.

OPA’s limitations on the guarantor’s de-
fense against a direct action claim
change the nature of the insurance writ-
ten for the industry before enactment.
These limitations are some of the princi-
pal reasons underwriters will not act as
guarantors. If the facilities under regu-
lation become increasingly numerous, as
they have under the recent MMS regula-
tory proposal, there are important con-
cerns to be considered in understanding
whether today’s insurance industry is
willing to provide OPA insurance. While
the commercial insurance market is
willing and able to provide insurance
coverage for seepage and pollution
liabilities, it does not appear able or



willing to be a guarantor of financial re-
sponsibility under OPA.

One change in OPA that has an im-
portant impact on the ability of the oil
industry and financial institutions to ob-
tain insurance is that the defenses al-
lowed in the Act for the guarantor
against a direct action claim do not in-
clude the standard policy defenses that
may be used by an insurer against an in-
sured. Under OPA, the guarantor can
claim one of the three “complete” de-
fenses available to any responsible
party. If any of these is successfully as-
serted, the responsible party or, in the
case of direct action, the guarantor, is
not liable for removal costs or damages.
A guarantor can also defend a direct ac-
tion claim with the defense that the spill
resulted from the willful misconduct of
the responsible party. However, other
defenses that might reduce insurers’
obligations under an insurance con-
tract—incomplete information about the
facility, perhaps even non-payment of
premium—do not help if the insurer is
treated as a guarantor. They do not
change the guarantor’s liability for a di-
rect action claim.

If treated as guarantors and
stripped of the defenses that are part of
their normal business, and facing direct
action in some states, insurers cannot
find encouragement or protection in
OPA’s limitation on a guarantor’s liabil-
ity, as follows:

Nothing in this Act shall im-
pose liability . . . on any guaran-
tor for damages or removal
costs which exceed, in the ag-
gregate, the amount of financial
responsibility . . . which that
guarantor has provided for a re-
sponsible party.

Guarantors have managed the
risks and costs of direct action in the
past because liability limits were very
much lower than under OPA, potential
claimants were clearly defined, and tra-

ditional policy defenses were available.
The insurers’ concern is exposure to un-
limited liability. Insurers are con-
cerned that, in the event of a large spill
breaching the liability limits, the courts
would skirt apparent limitations in or-
der to gain access to the perceived
“deep-pocket.” Moreover, many state
laws do not recognize OPA limits and
the Act does not preempt state laws. In
this case, the insurer, if treated as a
guarantor, may also face unlimited lia-
bility.

Thus, the insurance industry may
face a new set of rules under OPA. The
market’s consternation is compounded
by the greater numbers of facilities that
may need coverage at much higher lev-
els under the MMS interpretation. The
ability of insurers to provide the cover-
age is discussed further in this report.
If offshore facilities cannot obtain in-
surance to demonstrate $150 million of
financial responsibility, they may have
no option but to shut in domestic pro-
duction.

Responsible parties are therefore
searching for the answers to critical
questions:

e Will insurers be treated as guaran-
tors?

e Will insurers provide evidence of fi-
nancial responsibility?

e If not, will other evidence of finan-
cial responsibility be available?

e If it is available, will it be afford-
able?

e How much production will move

from being economic to uneconomic
and be shut-in?

e How will producers remain viable in
offshore production operations?

Even if offshore facilities could meet
the financial responsibility require-
ments, responsible parties may still face
unlimited liability.
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THE MINERALS MANAGEMENT
SERVICE’S ADVANCE NOTICE OF
PROPOSED RULEMAKING

On October 18, 1991, President
Bush signed Executive Order No. 12777,
which delegated jurisdiction over non-
transportation-related offshore facilities
and some aspects of transportation-
related pipelines that link offshore pro-
duction platforms to onshore facilities to
the Secretary of the Interior who dele-
gated them to the Minerals Manage-
ment Service. The Service’s authority
extends to ensuring evidence of financial
responsibility for operators of offshore
facilities on the Outer Continental Shelf
and other navigable waters of the
United States.

The MMS’s preliminary interpreta-
tion encompasses a vastly increased
scope for “offshore facilities” beyond the
traditional OCS/territorial sea venue.
The Service’s ANPR asks a series of
questions concerning financial responsi-
bility and affected parties, including:

e What are the types and what are
the locations of facilities that may
be subject to the offshore financial
responsibility requirement.

e What additional measures (other
than those listed in the ANPR) of
demonstrating evidence of financial
responsibility exist to enable re-
sponsible parties and guarantors to
meet the $150 million requirement?

e How can the MMS be certain that
any other measures of demonstrat-
ing financial responsibility will pro-
vide “equal assurance” that all
claims will be paid in a timely man-
ner?

e How will “direct action” provisions
in OPA affect the availability of in-
surance?

e What regulatory approaches are
available under OPA that may im-
prove the “availability of an insur-
ance market?”
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e How can the regulations be struc-
tured to avoid premature abandon-
ment of producing wells?

This report addresses these ques-
tions and illustrates how domestic oil
and gas production will be affected.

Under the MMS proposal, OPA’s fi-
nancial responsibility obligation could
apply to pipelines, docks, wharves, or
other appurtenances that cross naviga-
ble waters but are connected to onshore
facilities. The $150 million financial
responsibility requirement, if imple-
mented as proposed by the MMS, will af-
fect businesses operating in every phase
of the oil and gas industry (including
services and suppliers, financial institu-
tions, and insurance companies) from
the wellhead to the marketing facility—
be it a gas station in the West, a produc-
tion well in the Gulf or Midwest, a fuel
oil delivery truck, or rolling stock in the
Northeast, a fishing industry fuel facil-
ity in New England, a major energy
bank in Houston, an insurance company
in New York or London, or aviation ser-
vices in the Northwest. The broad defi-
nition of “offshore facilities” as inter-
preted by the MMS, therefore, reaches
across the oil and gas industry to encom-
pass exploration, production, handling,
storing, processing, or transporting facil-
ities and equipment in all fifty states
and territories. This preliminary inter-
pretation, by the MMS, is contrary to
OPA and its legislative history.
Congress did not intend to extend the fi-
nancial responsibility obligations to on-
shore facilities and took care to struc-
ture the law accordingly.

Under the financial requirements of
the Outer Continental Shelf Land Act
(superseded by OPA), the MMS rules al-
lowed self-insurance, insurance, and
surety bonds as evidence of financial re-
sponsibility. Self-insurance has been a
prime method of evidencing financial re-
sponsibility. Under OPA, the higher
amount will make true self-insurance



more difficult. A large number of
companies that have qualified in the
past will probably be unable to qualify
today, if the MMS does not change its
self-insurance rules. Currently, the
MMS self-insurance rule (33 CFR 135)
has three tests—a company can meet
any one:

e The “(a)(1)” test: Current U.S. as-
sets must be greater than current
U.S. liabilities and U.S. owners’ eq-
uity must be at least equal to the
amount of self-insurance.

® The cash flow test: The difference
between daily cash requirements
and net daily cash flow from opera-
tions must be greater than the re-
quested self-insurance amount. If it
is not (and for most companies, it is
not), the MMS can quantify a lower
amount which the company can self-
insure. The company can then use
that amount to increase the de-
ductible on an insurance policy, or
use it in conjunction with a smaller
insurance policy.

e The asset test: The company can
identify unencumbered assets—lig-
uid and non-offshore—to satisfy the
Certificate of Financial Responsibil-
ity (COFR) amount.

The MMS is operating under the
existing regulations and has not pro-
posed a new definition of self-insurance
under OPA.l1 The MMS may believe
that its criteria, which functioned well

1 Reflecting the essential differences between
fixed facilities in U.S. waters and vessels in world
trade, the MMS self-insurance criteria are signifi-
cantly different than those proposed by the Coast
Guard for vessels: self-insurance is possible only for a
company incorporated in the U.S., that has both
working capital and a net worth equal to, or greater
than, the total applicable amount of financial respon-
sibility required. Working capital is defined as U.S.-
based current assets less worldwide current liabili-
ties; net worth as total U.S. assets less all worldwide
liabilities. These provisions are the Coast Guard’s as-
surance that sufficient assets to satisfy a claim will be
under U.S. jurisdiction. Questions about the ability of
even large integrated companies to meet these self-
insurance conditions were raised by an American
Petroleum Institute informal survey of its members.

under the pre-OPA requirements, will
prove workable under OPA as well.
The current cash flow test, which al-
lows the MMS to certify the amount of
self-insurance for which a company
qualifies, may reduce costs of getting
insurance to comply with OPA’s re-
quirements.

The MMS, in the ANPR, requested
comments on the various methods it
proposed to demonstrate financial re-
sponsibility. According to current in-
dustry information, however, surety
bonds may not be a feasible solution, in
terms both of cost and availability. Let-
ters of credit, likewise, are limited in
availability and beyond the reach of
most operators covered under the MMS
ANPR. The size of the required mar-
ket, at $150 million per operator, is
likely beyond the capability of financial
markets to supply due to capital con-
straints. Given direct action provi-
sions, third-party guarantees may also
be an untenable solution. Thus, if
insurance is unavailable and self-insur-
ance moves out of reach, a COFR may
be unavailable for most operators.

The MMS ANPR unreasonably ex-
pands the category of facilities re-
quired to submit evidence of financial
responsibility under OPA. It is the “re-
sponsible person,” not the “facility,”
that is required to provide evidence of
financial responsibility. The MMS
ANPR would require all facilities “in,
on, or under navigable water of the
U.S.” to show evidence of financial re-
sponsibility. The statute’s require-
ments for financial responsibility are
much more limited than suggested by
MMS. A careful reading of OPA’s defi-
nition of responsible party and finan-
cial responsibility requirements shows
that only facilities located in territorial
seas and the OCS need to submit evi-
dence of financial responsibility. This
issue is fully discussed in Chapter
Five, Solutions.
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CHAPTER TWO

IMPACT ON U.S. O1L AND (GAS
PRODUCTION

Not only will an offshore production
platform require a Certificate of Finan-
cial Responsibility, but the MMS issued
an ANPR that contemplates the imposi-
tion of OPA’s COFR requirements on a
wide population of U.S. oil and gas pro-
ducers; for example, a gathering line
that crosses under a river may require a
COFR under the expanded interpreta-
tion. The volumes it gathers, especially
if from a stripper field or other marginal
production, may be jeopardized by the
new financial burden. An operator must
be able to obtain a COFR in order to re-
main in business.

If COFRs are required of all opera-
tors whose facilities seem to meet the
MMS definition of “offshore facility,”
both onshore and offshore production of
oil and natural gas will be affected. The
onshore impacts will vary depending on
the peculiar characteristics of individual
production areas and can be very great.
For instance, the state of Louisiana, one
of the nation’s largest oil and natural
gas producing states, has estimated that
98 percent of the crude oil and conden-
sate and 95 percent of natural gas pro-
duced from onshore and state-water
wells will be affected under this expan-

sive interpretation. Some 2,500 inde-
pendents, few of whom can qualify as
self-insured under current regulations
or afford as much as $150 million COFR
insurance cover (if available), produce
about 60 percent of Louisiana’s oil, con-
densate, and natural gas. As such, the
potential economic impacts of the poten-
tial regulations on the state are stag-
gering.

For the purposes of this discussion,
we have confined our examination of the
impact of OPA on exploration and pro-
duction in the territorial sea and Outer
Continental Shelf, assuming that, as a
minimum, COFRs will be required of
these operators.

DEMOGRAPHICS OF AFFECTED
PARTIES

In 1992, offshore production ac-
counted for 17 percent of U.S. crude oil
production, and 28 percent of natural
gas production. The federal domain ac-
counted for about 85-90 percent of off-
shore oil and gas production. Offshore
production in state waters has nearly as
many operators as the federal offshore,
but much smaller production volumes.

23



The state and federal offshore areas
account for about 15-20 percent of the
nation’s oil and gas proved reserves,
with the federal area offshore ac-
counting for the largest share of these
volumes.

There are about 3,800 oil and gas
production structures (processing facility
platforms, production platforms, etc.) in
the federal offshore. Only 23 of these are
in the Pacific; the remainder are in the
Gulf of Mexico. They are located as far
as 140 miles offshore. Some 98 percent
of the structures are in shallow water
less than 100 meters in depth. There are
10 operators that each account for more
than 75 structures; 63 operators have
fewer than 5 structures apiece. One op-
erator has 637 structures; 30 operators
have only one.

Most of the offshore structures have
few, if any, wells. Some 500 of them are
process facility platforms that have no
wells at all. More than 2,500 of the
structures have fewer than 6 wells.
Only 118 structures have more than 19
wells.

In 1992, well starts in the federal
offshore fell to the lowest level since
1954. Over the past ten years, ex-
ploratory and development drilling have
each declined by more than 50 percent.

There are approximately 24,000 ac-
tive oil and gas well operators in the
United States. Of these, 139 reported
1992 offshore operations to the Energy
Information Administration on Form
EIA-23, “Annual Survey of Domestic Oil
and Gas Reserves.” Of these 139 off-
shore operators, 102 operated in federal
offshore waters of the Gulf of Mexico
and the Pacific; 80 operated in state off-
shore waters in the Gulf of Mexico, the
Pacific, and Alaska’s Cook Inlet.

Table 2-1 presents a summary of off-
shore oil and gas production and re-
serves in 1992, by operator class based
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on total domestic oil production. It
shows that 14 percent of the offshore
operators (those with total domestic
production greater than 50 thousand
barrels per day) accounted for 78 per-
cent of offshore oil production. The re-
maining 22 percent of production is
made by 86 percent of the operators.

Figure 2-1 compares offshore oil
production by operator class based on
total domestic production. It shows
that offshore production is more
sharply skewed toward the large opera-
tors than total domestic production.

The total number of operators in
the federal offshore has roughly dou-
bled over the past ten years. The in-
crease has come entirely from indepen-
dent operators, as the number of
majors is essentially unchanged.

Although only 15 of the 139 off-
shore operators are major integrated
oil companies, the majors are respon-
sible for the bulk of offshore oil and
gas production. Independents account
for nearly 90 percent of offshore opera-
tors, 23 percent of offshore oil produc-
tion, and 36 percent of natural gas
production.

While the majors have the largest
share of offshore reserves and produc-
tion, since 1988 independents have ac-
quired more lease acreage, paid the ma-
jority of bonuses to the federal
government, made the overwhelming
number of new discoveries, placed the
majority of new structures on the OCS,
and, for 1993, have hired more than 70
percent of drilling contractors active
offshore. While the economic impact of
OPA is apparent in terms of existing
production and reserves, it is extremely
difficult to quantify the impact that the
statute will have on the future of OCS
exploration and development, because
of the enormous financial burden that
OPA will place on independents.



TABLE 2-1

OFFSHORE OIL AND GAS PRODUCTION AND RESERVES, 1992

Annual
oil** Oil** Wet Gas Wet Gas
Production Reserves Production Reserves
Operator Number of Thousand Thousand Million Million
Class* Operators ___Barrels/Day __Barrels Cubic Feet Cubic Feet
State Offshore
Greaterthan 50.0 13 86 296,604 335,246 5,362,365
10.0-50.0 14 58 194,014 40,861 274,569
5.0-10.0 13 6 14,086 28,808 140,661
1.0-5.0 19 5 11,722 33930 150,400
0.5-1.0 6 0 1,871 2,709 15,827
0.1-0.5 10 1 3,531 13,766 68,382
0-0.1 5 0 32 1,315 7.233
Total 80 158 521,860 456,635 6,019,437
Federal Offshore
Greaterthan50.0 19 791 2511977 3,129,515 20,604,092
10.0-50.0 14 96 168,498 581,496 2,922,833
5.0-10.0 18 44 99,968 443413 1,994,765
1.0-5.0 22 32 63,264 277,365 1,365,547
05-1.0 7 3 5,730 112,908 611,621
0.1-0.5 9 1 5,915 30,331 198,954
0-0.1 13 0 29,130 48,671 487.460
Total 102 967 2,884,482 4,623,699 28,185272
State and Federal Offshore
Greaterthan50.0 19 877 2,808,581 3,464,761 25,966,457
10.0-50.0 18 155 362,512 622,357 3,197,402
5.0-10.0 22 50 114,054 472,221 2,135,426
1.0-5.0 K. 37 74,986 311,295 1,515,947
0.5-1.0 12 3 7,601 115,617 627,448
0.1-0.5 17 3 9,446 44,097 267,336
0-0.1 17 0 29.162 49.986 494,693
Total 139 1,125 3,406,342 5,080,334 34,204,709

* Operatorclass is based on the operator's daily average of total (onshore and offshore) domestic oil
production in 1,000 barrels perday.
**Includes crude oiland lease condensate.

Source: Energy Information Administration, Form EIA-23, "Annual Survey of Domestic Oil and Gas
Reserves."
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Figure 2-1. 1992 U.S. Oil Production* by Operator Production Rate.

IF COFR INSURANCE IS AVAIL-
ABLE AT A PRICE

Impact on Profitability

The analysis of the impact of the fi-
nancial responsibility requirements on
profitability goes to the heart of recent
trends in exploration and production in
the United States. The largest compa-
nies, producing more than 75 percent of
the oil and about 65 percent of the gas,
are likely to be able to meet the tests for
self-insurance, assuming the MMS con-
tinues to use its present self-insurance
tests. As noted in the discussion below,
however, the impact of this provision on
the smallest companies, the ones very
unlikely to qualify under any criteria,
may be severe. If they abandon offshore
operations:
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e Will the large companies purchase
their properties?

e Given that the larger firms sold off
many of these properties, what will
have changed to make them attrac-
tive now?

Self-Insurance

Publicly available data were used to
judge whether self-insurance would con-
tinue to be a viable and important mech-
anism in the marketplace. According to
the Arthur Andersen Reserves Disclo-
sures Database, which compiles pub-
lished financial and operating data for
234 publicly held energy companies,
some 20 to 25 companies could possibly
qualify for self-insurance, leaving about
80 percent of the 139 companies oper-
ating on the offshore to seek traditional



insurance to back up their Certificates of
Financial Responsibility.

This estimate is based upon the fol-
lowing tests:

e Of the 139 companies operating off-
shore according to the Energy Infor-
mation Administration, the Arthur
Andersen Reserves Disclosure
Database includes entries for 46 of
them.

e Of these 46 companies, 22 showed
1992 worldwide current assets
greater than worldwide current lia-
bilities and shareholder equity
greater than the amount of required
self-insurance. While the MMS
“(a)(1)” test that currently exists
under OCSLA specifies U.S. current
assets and liabilities, the Council
did not have access to regional dis-
aggregations for current assets and
liabilities. If MMS adopted a rule
similar to the Coast Guard proposal
for self-insurance (U.S. current as-
sets vs. worldwide current liability),
it is possible that no company would
qualify. The MMS rules for the OPA
self-insurance test have not yet
been proposed, but the Council has
recommended three alternative cri-
teria that better reflect current
financial operating norms. See
Chapter Five, “Solutions.”

The Arthur Andersen Database in-
cludes information only for publicly
traded companies. There are several
large private companies that might also
meet the self-insurance criteria.

From the data available, it is im-
possible to estimate whether any of
the companies might qualify for MMS-
certified partial self-insurance based
on the “assets” or “cash flow” tests.
Some of the firms that appear to
qualify for self-insurance in the test
noted above might, given more specific
and detailed data, qualify for only lim-
ited self-insurance. Likewise, some of

the remaining publicly held companies
and some of the private ones outside of
the Arthur Andersen sample might also
qualify for a limited self-insurance.

Increased Costs Due to COFRs

The Council constructed several ex-
amples of the impact of the COFR re-
quirements on the cost of doing business
in the offshore. OPA’s provision that
each offshore operator needs one COFR
is critical. For the largest operators, the
effect may appear small but is still sig-
nificant. But for the smallest, it may be
untenably large. Key questions remain
unanswered:

e Will insurance be available? At
what price?

e Will it be priced on a sliding scale
depending on activity or risk levels?

e Will a de minimis rule be devel-
oped?

The Energy Information Adminis-
tration extracted data from its Form
EIA-23, “Annual Survey of Domestic Oil
and Gas Reserves,” by operator size.
Operators were ranked by their total do-
mestic production volume of oil and con-
densate, in barrels of oil per day. The
results are used in the cases below. Rel-
atively few companies produce the bulk
of the oil, and to a lesser extent, gas.
Conversely, on the offshore, 57 percent
of the operators—small and medium-
sized companies—are producing 9 per-
cent of the gas and oil.

Case 1. Assume that insurance
coverage for COFRs was available.
As shown in Table 2-2, the result would
be a charge of more than $1 per barrel of
oil equivalent, for each $1 million of
COFR expense for the smallest compa-
nies. The data for all of the 46 firms pro-
ducing 1,000 barrels per day or less are
aggregated into one category. The cost
estimate for each operator class is based
on the average production per operator.
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TABLE 2-2

COST PER BARREL OF OIL EQUIVALENT BY OPERATOR CLASS
FOR EACH $1 MILLION OF COFR EXPENSE*

t 5.26 million cubic feet of wet gas per barrel.

Oil and Gas Production Production
No. of Daily Prod.t  per Operator Cost Share
Operator Class Operators (MBOE/D) (MBOE) per BOE (%)
> 50,000 19 2,677 72,820 0.01 71
10,001 — 50,000 18 478 9,725 0.10 13
5,001 — 10,000 22 295 4,913 0.20 8
1,001 - 5,000 34 199 2,139 0.47 5
0-1,000 46 115 914 1.09 4

* Operator class is based on total domestic production. All other data are for offshore production.

At about $1.10 per barrel of oil equiva-
lent, the COFR cost for the small opera-
tors would be equal to as much as half of
a typical operator’s entire net margin per
barrel (see Table 2-5). More importantly
for small operators, however, they alone
would face such a charge. Larger pro-
ducers, spreading the charge over
greater volumes, would have a substan-
tially diminished impact. Since prices of
oil are set in world markets, no relief
would come for the U.S. producers in the
form of higher prices.

Gas markets present additional
questions. Under OPA’s definition of
“o0il,” the Certificate of Financial Respon-
sibility is assumed to apply to conden-
sate producers as well as to producers of
crude oil. Since gas produced in the U.S.
offshore is likely to have condensate pro-
duced with it, even producers tradition-
ally thought of as “gas only” must meet
the regulatory requirement. In these ex-
amples which aggregate oil and gas pro-
duction, spreading the cost of a fixed
price COFR across the gas volumes dis-
sipates the unit burden. However, only
the offshore natural gas producer bears
this new cost of some 18¢ per thousand
cubic feet (MCF). At this level, the
COFR burden is equal to one-tenth of
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the entire gross wellhead revenue in re-
cent periods. Thus, the offshore, which
contains some of the most prolific gas
producing areas, will face a unique and
burdensome new cost, a direct counter to
the Administration’s stated policy to en-
courage gas use and production.

If the MMS does not develop a
de minimis rule, natural gas pipelines
may refuse to allow producers to inject
condensate into the line. The producer
then must handle the condensate sepa-
rately, by building a redundant pipeline
to carry it, or by storing it on the plat-
form and barging it ashore. Both of
these options require significant invest-
ment and increase environmental and
safety risk. In the absence of an alter-
native for condensate handling, or if the
alternative is too expensive, the gas and
condensate may become uneconomic to
produce.

Even with the implementation of a
de minimis rule, however, the gas pro-
duced in association with crude oil will
bear the COFR burden. As shown in
Table 2-3, approximately 12 percent of
all offshore gas production was associ-
ated with crude oil in 1992. In Cali-
fornia, the majority of offshore gas is
produced in association with crude oil.



TABLE 2-3

PRODUCTION OF NON-ASSOCIATED AND
ASSOCIATED-DISSOLVED GAS,
1992, OFFSHORE
(Billion Cubic Feet)

Percent
Associated- Associated-
Non-Associated Dissolved Dissolved

State Offshore

California 1 9 90

Louisiana 103 25 20

Texas 71 3 4
Federal Offshore

California 14 34 71

Louisiana 2,821 471 14

Texas 1,231 53 4
Total State 175 37 17
Total Federal 4,066 558 12
TOTAL 4,241 595 12

Thus, if the oil production is jeopardized
because of the cost or availability of a
COFR, the associated gas production is
also jeopardized.

Re-casting Table 2-2 to spread the
cost of a $1 million annual COFR pre-

mium over only the crude oil and con-
densate volumes demonstrates that
small operators (this group includes
about one-third of all offshore operators)
would face an untenable burden (Table
2-4). Even the group in the 1,000 to

TABLE 2-4

COST PER BARREL OF LIQUIDS BY OPERATOR CLASS
FOR EACH $1 MILLION OF COFR EXPENSE*

Daily
No. of Production
Operator Class Operators (MB/D)
> 50,000 19 877
10,001 — 50,000 18 155
5,001 - 10,000 22 50
1,001 — 5,000 34 37
0-1,000 46 6

Annual
Production Cost Production
per Operator per Share

(MB) Barrel (%)
16,894 0.06 78
3,152 0.32 14
832 1.20 4
398 2.51 3
48 20.96 -

* Operator class is based on total domestic production. All other data are for offshore production.
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5,000 barrel per day class face costs of
$2.50 per barrel.

In assessing any estimate of in-
creased operating cost, it is useful to
bear in mind that the net pre-tax
margin for federal offshore operations is
likely to be running no higher than
$3.00 per barrel currently. In state wa-
ters, operators also face severance taxes
which are not offset by the lower royalty
rate. The net pre-tax margin in state
waters is less than $1.75 per barrel cur-
rently, as shown in Table 2-5. It should
be noted that these costs do not include
transportation. If the production is
transported by a pipeline owned by an-
other company, the additional cost of the
COFR must also be borne.

Case 2. Assume a new insur-
ance company is capitalized exclu-
sively to meet the demand for
COFRs. Because most of the insurance

TABLE 2-5

OFFSHORE OPERATING MARGINS
(Dollars per Barrel)

Federal State

Spot Price $16.00 $16.00
Less: Royalty 2.56 2.00
Severance Tax NA 1.92
Finding Cost 6.40 6.40

Lifting Cost 3.95 3.95

Net Before Taxes 3.09 143

Less: Fed. Income Tax 1.08 0.61

NetMargin 2.01 1 52

Note: Royalty assumed to be 16 percent in
federal offshore, 12 percent in state off-
shore. Severance tax assumed to be 12
percent. Offshore finding cost and lifting
cost from EIA, Performance Profiles of
Major Energy Producers (rounded to
nearest $0.05). Federal income tax rate
assumed to be 35 percent. Transportation
costs were not included.
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industry has stated and testified that it
will be unable to provide evidence for
OPA’s COFRs, estimating the cost and
structure of insurance is nearly impos-
sible. This case used broad rules of
thumb from the insurance industry in
constructing a hypothetical insurance
company. This hypothetical company
does not rely on reinsurance. Its cre-
ation started with the question: “If a
new insurance company were to be de-
veloped to supply COFRs, how much
capital would it need, what would be the
required premium income, and what
would that mean as a cost per unit if al-
located across offshore production vol-
umes?”

A number of assumptions were nec-
essary to set up this hypothetical insur-
ance company. The central assumption
is the insurance industry’s rule of
thumb, that the company must maintain
a surplus at least equal to 10 times the
maximum policy in force. If the COFR
policy were for $150 million, as it would
be if the MMS does not implement a
risk-based COFR, the minimum surplus
is $1.5 billion. Under our assumption,
the minimum surplus remains the same
regardless of the number of policies in
force. If, for instance, large companies
(which also have large production vol-
umes) are able to self-insure, the re-
quired aggregate premium stays the
same, but is spread over fewer barrels,
or barrels of oil equivalent. Given the
$1.5 billion required surplus, and an in-
vestor-required rate of return of 15 per-
cent, as well as operating expenses and
offsetting investment income, the re-
quired premium income could be $276
million per year. If the large companies
self-insure, the companies remaining in
the pool to insure from this hypothetical
company would have to pay almost
$3.00 per barrel of oil produced (see
Table 2-6). If additional firms were to
self-insure, the rate for the remainder
would grow further. If the required pre-



TABLE 2-6

HYPOTHETICAL
INSURANCE COMPANY
FOR OFFSHORE COFRS

Self-
Full  Insurance
Partici- Assump-
pation tion*
Number of Operators 139 124
RequiredPremium
Income ($MM) $276 $276
Cost per Platform
(3,819 platforms)  $72,311 NA
Cost per BOE (Qil
and Gas) Produced $0.20 $0.63
Cost per Barrel of
Oil Produced $067  $294

* Assumes 15 majors operating offshore
can self-insure; production volumes are
removed from pool.

Note: Calculation is illustrative only.

Assumes no reinsurance available. Assumes
investors accede to OPA provisions.

mium were spread across volumes of
natural gas production as well as oil pro-
duction, the cost would be $0.63 per
barrel of oil equivalent, or $0.10-0.12 per
MCF of gas. Note that if pipelines and
other distribution facilities also require
COFRs, the burden is additive.

In this illustrative calculation, we
have assumed that the premium will be
tied to some measure of activity. Al-
though there is no actuarial record of
Gulf Coast operations to support the
$150 million liability implicit in the
COFR requirement, and even though the
large operator requires the same evi-
dence of financial responsibility as the
small one, it may not be unreasonable to
assume that an insurer would perceive
that the risk of a spill is greater from
multiple fields and structures than from
single ones. From a practical standpoint,
it is unlikely that an insurance company
such as the one above could succeed

without participation of the reinsurance
market, and whether re-insurers will be
willing to participate is yet unknown.
(As noted in Chapters Three and Five,
OPA presents substantial and perhaps
insurmountable barriers to full insur-
ance company support of Certificates of
Financial Responsibility.)

Impact on Lease Bids

The government will also bear a
likely consequence of higher costs and
risks: lower lease bonus bids and fewer
tracts sold. The value of a petroleum de-
posit is a complex function of its geologic
characteristics, technology, location, and
economics. This valuation is even more
complex when the petroleum deposit is
prospective, rather than known. A high
degree of uncertainty is associated with
each of the factors that determine a
prospect’s value. When estimating the
dollar amount that they are willing to
bid for a particular lease, operators
must consider the expected value of the
lease. This expected value is a function
of the potential net present value of the
petroleum deposit that may exist, the
probability that hydrocarbons do exist
on the lease, and the expected costs of
developing that resource.

The new financial responsibility
provisions serve to increase both the
costs and economic risks of offshore op-
eration. These increases will lower an
operator’s expected value associated
with a lease, and consequently, the
bonus bid that the operator is willing to
pay. In addition to lower lease bonuses,
public sector revenues will be lowered by
the royalties and taxes that would have
been received on production that does
not occur due to the increased costs of
compliance with OPA.

The new financial responsibility will
also place a disproportionately heavy
burden on small and mid-size operators
which will have greater difficulty
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bearing the added costs of insurance.
This will allow fewer and fewer of these
operators to bid on offshore leases,
thereby reducing the competition for
these leases. It should be noted that
small and mid-size operators have be-
come some of the most active new partic-
ipants in offshore activities in recent
years as more of the larger companies
downsize their U.S. operations.

Impact on Threshold Field Size

Determinations about the develop-
ment of any new oil or gas discoveries
are based on the minimum field size
that could be developed economically.
Minimum economic field size is a func-
tion of the volume of reserves, oil and
gas prices, costs of development (devel-
opment wells), infrastructure costs
(structure fabrication and installation,
pipeline installation, etc.), and operating
costs. These factors typically are used to
generate expected revenue and expendi-
ture streams, which are discounted to
determine the expected net present
value of the investment. Due to the high
risks of offshore operation, most compa-
nies also consider a “risk premium” or
application of a probability of success in
the decision-making process.

The added costs of insurance for
compliance with the OPA provisions
would affect the costs of new field devel-
opment at several stages:

¢ Increased cost of rigs for exploratory
and development drilling due to
higher insurance costs paid by the
drilling company for its rigs

¢ Increased operating costs due to the
required insurance on the structure
and ether facilities

¢ Increased cost of working and in-
vestment capital

¢ Increased costs for other offshore
services used (pipelines, service ves-
sels, etc.).
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The effect of these cost increases
will be to increase the minimum eco-
nomic field size because a bigger dis-
covery will be required to generate the
production and revenue that is needed
to cover the incremental costs. The in-
creased risk premium due to the added
uncertainty of future costs for insurance
also contributes to raising the minimum
size of field that can be developed eco-
nomically.

As a result of this increase in the
minimum economic field size, some of
the offshore resources that would have
been developed will become uneconomic,
lowering domestic production, industry
employment, and public sector revenues
(taxes and royalties).

Impact on Rates of Abandonment

For currently producing fields, the
incremental operating costs allocated to
the field will raise the field’s economic
limit (the point at which the value of
production is equal to the costs of pro-
duction). This means that lower produc-
tivity fields will reach their economic
limit sooner. Some fields will no longer
be economic to produce when the incre-
mental costs associated with demonstra-
tion of financial responsibility are in-
cluded.

Premature abandonment of the na-
tion’s petroleum resources, both on- and
offshore, during the current period of
low prices is already a serious concern to
the country. Most of the oil and gas left
behind in a reservoir after a field is
abandoned will never be produced, and
is lost for all practical purposes.

OPA financial responsibility provi-
sions will have an immediate impact on
current production, forcing abandon-
ment of less productive fields. Over the
longer term, the rate and volume of re-
source abandonments will increase as
fields reach economic limit sooner,
leading to their accelerated abandon-



ment. Increased field abandonments
translate into more oil and gas being left
unproduced in known reservoirs. The
loss of this oil and gas lowers future
levels of domestic production, public
sector revenues, and industry employ-
ment. Lost domestic production will
lead to oil importation, increasing the
balance of payment deficit, exposure to
tanker spills, and reliance on foreign
producers.

OFFSHORE FACILITIES
POSE MINIMAL RISK OF
A CATASTROPHIC SPILL

Offshore exploration and production
facilities present a very small risk of ac-
cidental oil spills of any significant size.
Claims have been made that spills from
offshore facilities may be infrequent, but
can be catastrophic. Supporting this
claim was the world’s most expensive oil
spill, the Mexican IXTOC I blowout in
1979, which released 20 times as much
oil as the Exxon Valdez. The unique ge-
ology of Mexico’s Gulf of Campeche,
however, is not repeated on the U.S. off-
shore. Even under operating practices
used in Mexico at the time (which ex-
cluded routine safeguards used in the
U.S.), the reservoir pressure on the U.S.
offshore would not sustain a flow of
IXTOC proportions. In fact, according
to the MMS, since 1979, the 69
blowouts on the federal offshore re-
sulted in a total of only 183 barrels
of oil spilled. During that time, there
were almost 13,000 well starts in the
OCS.

Offshore facilities incorporate nu-
merous safety systems and design fea-
tures, such as blowout preventers, sub-
surface safety valves, and automated
“shut-in” systems, that virtually elimi-
nate the potential for a catastrophic
spill. Standard operations and systems
are designed to shut in whole areas and
are backed up by sophisticated, auto-
mated systems that can perform most

emergency functions without human op-
erators even being present. All offshore
facilities have in place contingency
plans, training programs, and emer-
gency response drills and exercises, bol-
stered by skilled personnel and special-
ized equipment, both on staff and under
contract, to ensure that an operator can
respond to a worst case discharge. (The
National Petroleum Council’s proposal
for a risk-based financial responsibility
requirement begins with the worst case
discharge. See Chapter Five.)

As noted, the nature of oil produc-
tion in the offshore region itself helps
minimize the risk of a significant oil
spill. Ninety percent of the 4,282 oil
wells in the Gulf of Mexico require artifi-
cial lift; that is, the natural reservoir
pressure is not sufficient to push the oil
to the surface. Therefore, the wells are
not free flowing and must employ some
mechanical means to produce oil. As a
result, if the production line were sev-
ered or somehow all safety systems
failed, oil would not escape from the well
into the environment. These wells are
simply not physically capable of pro-
ducing a continuous, unchecked oil spill
of any significance. Many facilities do
not store oil and most produce directly
into pipelines. Over 98 percent of the
production from the OCS is transported
by pipeline.

The effectiveness of these safety
procedures and spill prevention systems
was demonstrated recently during the
most destructive storm of the century.
In the summer of 1992, Hurricane An-
drew churned through the Gulf of
Mexico and some of the most heavily
concentrated offshore oil and natural
gas fields on the globe. More than 700
structures were directly in the path of
this “hundred year” storm. Twenty-two,
mostly older, facilities were felled and 65
others sustained some degree of signifi-
cant damage. Several oil and gas
pipelines were ruptured. However, the
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MMS reported that very little oil or con-
densate was spilled from these facilities
and no measurable oil reached the
Gulf’s shores.

Various environmental factors
change the assessment of actual risk for
offshore oil and gas facilities and their
insurers. It should be noted that many
of these factors have been addressed in
stipulations imposed on lessees to con-
trol the location of offshore oil and gas
activities, to guide operations, or to gen-
erate site-specific information for man-
agement decisions. The extent to which
these factors are addressed and the
manner in which they are mitigated
should be considered in the assessment
of risk for determining the cost of ob-
taining COFRs. These factors may in-
clude:

e Proximity to archeological and cul-
tural resources, including historic
shipwrecks

® Proximity to rare and uncommon
ecosystems, including coral reefs
and critical habitat for endangered
and threatened species

¢ Proximity to known offshore geo-
hazard areas

¢ The availability of down-hole control
devices

e Proximity to major commercial
fishing grounds and the design of
wellheads or other structures not to
snag fishing nets, and the extent to
which offshore facility operations
are coordinated with nearby fishing
operations

e The availability of oil spill contain-
ment and cleanup equipment and
trained personnel

® The onshore processing of offshore
oil and gas, especially when the oil
and gas is transported to shore by
pipeline instead of by tanker
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e Proximity to established shipping
lanes and areas designated under
the national marine sanctuary pro-
gram

e The presence of wind patterns and
ocean currents that would take
spilled oil away from coastal and
marine resources of significance

e Proximity to known ocean storm
patterns

e The manner in which drilling muds,
cuttings, and produced waters are
contained and disposed.

The fate of discharged oil is related
to the water depth and the distance from
shore, among other factors. Figure 2-2,
drawn from Dwight’s Platform
Database, plots the two as a scatter.
The data include only those platforms
producing oil and/or condensate in the
Gulf of Mexico, approximately 3,800
structures. The water depth ranges
from 2,860 feet at Garden Banks to
9 feet in operations 3 miles offshore.
The maximum distance from shore
recorded was 125-130 miles. Generally,
the platforms closer to shore have lower
water depths, but there are some excep-
tions: some of the Mississippi Canyon
developments, approximately 20 miles
offshore, have platforms in water depths
of about 1,000 feet.

NATURAL RESOURCE DAMAGE
ASSESSMENT

Introduction/Background

OPA has created a new operating
environment. Companies have under-
taken top-to-bottom operations audits
that emphasize spill prevention and con-
tainment through personnel training
and equipment maintenance. OPA has
also created a new liability environment.
Obviously, preventing a spill is the best
way of living with OPA’s liability
scheme. But the law’s Natural Resource
Damage Assessment (NRDA) is beyond
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Figure 2-2. Gulf of Mexico OCS Platforms*-Depth vs. Distance from Shore.

the companies’ control. NRDA is in-
tended to recover environmental dam-
ages on behalf of the public. Unlike
cleanup costs, or even payments for lost
revenue due to a spill, which can be
evaluated before or after an incident
against operating experience, regional
economic activity and a variety of other
measures, NRDA as currently evolving
is both unpredictable and large, poten-
tially requiring multibillion dollar pay-
ments, well beyond available insurance
coverage. Fundamentally, then, even
the largest companies could be risking
their continued existence every day.
Thus, posting evidence of financial re-
sponsibility is only the ante for firms op-
erating under OPA. NRDA, unless prop-
erly constrained, exposes companies to
unpredictable and potentially insur-
mountable liabilities that arise not from
restoring an injured environment but
from a desire to compensate the public
monetarily for their concern about the

environmental consequences of a spill.
The pivotal importance of NRDA to the
continued financial viability of such
companies should, therefore, be well un-
derstood.

OPA charges federal, state, tribal,
and foreign trustees with evaluating
natural resource damages incurred in
OPA-covered oil spills, and charges the
National Oceanic and Atmospheric Ad-
ministration (NOAA) of the Department
of Commerce with writing and imple-
menting regulations to assess them. Of
particular concern is the inclusion of
“passive use” (also called “nonuse”) dam-
ages measured by “Contingent Valuation
Methodology” (CVM, or CV in some ref-
erences). NOAA’s proposed regulations,
published on January 7, 1994, would au-
thorize inclusion of passive-use damages
measured by CVM, as would the Interior
Department’s proposed regulations
under the Comprehensive Environ-
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mental Response, Compensation and Li-
ability Act, published in May 1994 (the
latter, if finalized first, would apply to
OPA-covered spills until NOAA’s rules

were finalized).

“Damages” Under OPA

NRDA is compensatory damages li-
ability separate and apart from liability
for spill cleanup and civil and criminal
penalties and fines. NRDA is intended
to recover environmental damages on
behalf of the public for injuries to nat-
ural resources that are publicly owned
or controlled. OPA distinguishes be-
tween natural resource damages and
other “damages” to private, commercial
entities. NRDA thus does not cover in-
dividual losses, damages to private prop-
erty, or lost revenues to governments,
many of which are already compensable
under OPA as third-party claims.
Rather, OPA’s NRDA provisions em-
power trustees of appropriate govern-
ments (federal, state, Indian tribes, and
foreign governments) to assess and col-
lect natural resource damages and im-
plement plans to restore or replace those
resources. The components of NRDA li-
ability under OPA are: (1) the costs of
necessary environmental restoration; (2)
the reasonable costs of assessing dam-
ages; and (3) “the diminution in value of
those natural resources pending restora-
tion.”!

Economists have theorized that the
third component above, “diminution in
value,” has two subcategories: actual lost
use values (e.g., the losses to members of
the public whose actual recreational use
of public resources is impaired [hiking,
birdwatching, recreational fishing, etc.])
and lost nonuse values. Nonuse value
(passive-use value) has been described as
the public’s benefit deriving from the

1 0PA 1006(d) (1) (B), 33 U.S.C. 2706 (d) (1) (B).
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knowledge of: (1) the mere existence of a
natural resource, separate from any ac-
tual uses such as recreational activities
or resource extraction that the resource
might invite and support; (2) the option
to use the resource in the future, again
quite apart from any actual use; and (3)
the bequest value, i.e., the value attached
to the ability of future generations to use
the resource.

Proponents of passive-use liability
contend that members of the public hold
passive-use values for the environment
and, more importantly, that when a com-
ponent of that environment is disrupted
by an oil spill, the public’s sense of
passive-use loss can be expressed in
monetary terms. They then conclude
that the public should be compensated
by the responsible party for such losses.

A major difficulty, and flaw, in im-
plementing this premise arises from as-
suming that the public value for the en-
vironment (and for specific resources) is
an economic one that is measurable and
compensable in dollar terms. While the
public places a high value on environ-
mental quality, many believe that such
ethical and aesthetic values are, in prac-
tical terms, not properly characterized
as economic in nature.

Contingent Valuation Methodology

Another major difficulty, and flaw,
in including passive-use values within
NRDA is the lack of any method to reli-
ably quantify such values. Economists
employ various well-established
methods to quantify actual use losses.
Estimating passive-use losses, however,
is a subject of considerable controversy.
NOAA has proposed the use of CVM to
monetize the value of natural resources
deemed to have intrinsic (passive-use)
value—clean air, clean water, wildlife,
etc. CVM takes survey responses to hy-
pothetical questions to calculate respon-
dents’ “willingness to pay” to prevent or



remediate pollution. Respondents to
CVM surveys do not actually have to
pay the amounts they say they would be
willing to pay. Answers are then multi-
plied by the assumed affected population
to arrive at the total amount to be paid.
NOAA would give trustees discretion to
determine the relevant population, which
could be postulated to be the entire
United States. New Yorkers, Chicagoans,
and Houstonians, for instance, might all
be asked how much they would be willing
to pay to prevent a spill off the California
coast.

CVM as a measure for passive-use
losses in conjunction with environ-
mental liability is still in the experi-
mental stage. It has engendered a
seven-year debate among natural re-
source economists, regulators, regulated
industry, and the courts. The contro-
versy surrounding the use of CVM
prompted NOAA to appoint a panel in-
cluding Nobel laureate economists to ex-
plore the issue. As the Panel wrote in
its final report:

The contingent valuation
method has been criticized for
many reasons and the Panel be-
lieves that a number of these
criticisms are particularly com-

plausibly large in view of the
many programs for which indi-
viduals might be asked to con-
tribute and the existence of
both public and private goods
that might be substitutes for
the resource(s) in question; (iii)
relatively few previous applica-
tions of the CV method have re-
minded respondents forcefully
of the budget constraints under
which all must operate; (iv) it is
difficult in CV surveys to pro-
vide adequate information to re-
spondents about the policy or
program for which values are
being elicited and to be sure
they have absorbed and ac-
cepted this information as the
basis for their responses; (v) in
generating aggregate estimates
using the CV technique, it is
sometimes difficult determining
the ‘extent of the market; and
(vi) respondents in CV surveys
may actually be expressing
feeling about public spirit-
edness or the ‘warm glow’ of
giving, rather than actual will-
ingness to pay for the program
in question.2

Examples of each of these concerns

pelling. Before identifying and
discussing these problems, how-
ever, it is worth pointing out
that they all take on added im-
portance in light of the impossi-
bility of validating externally
the results of the CV studies.

Of the other problems arising in
CV studies, the following are of
most concern to the Panel: (i)
the contingent valuation
method can produce results
that appear to be inconsistent
with assumptions of rational
choice; (ii) responses to CV sur-
veys sometimes seem im-

abound in the literature. The first of the
Panel’s concerns (inconsistency with ra-
tional choice) has been the focus of nu-
merous studies. CV results that show
the same willingness to pay regardless of
quantity, for instance, could be deemed
inconsistent. Again, quoting the Panel:

Desvousges’ result is very
striking; the average willing-
ness to pay to take measures to
prevent 2,000 migratory birds
(not endangered species) from
dying in oil-filled ponds was as
great as that for preventing

2 Kenneth Arrow, et al., Report of the NOAA
Panel on Contingent Valuation, January 11, 1993.
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20,000 or 200,000 birds from
dying. Diminishing marginal
willingness to pay for additional
protection could be expected to
result in some drop. But a drop
to zero, especially when the
willingness to pay for the first
2,000 birds is certainly not
trivial, is hard to explain as the
expression of a consistent, ra-
tional set of choices.3

William H. Desvousges, author of
the study referenced in the Panel Report
and the economist who developed the
technical justification for the Depart-
ment of Interior’s first use of CVM for
measuring losses under the Comprehen-
sive Environmental Response, Compen-
sation and Liability Act (“CERCLA” or
Superfund), concluded in recent com-
ments to the Department of Interior:
“ ..CV estimates of passive-use values
are not sufficiently reliable for use now
in NRDAs.”4

Among the several concerns cited by
Dr. Desvousges and his colleagues (in
addition to the above-referenced “embed-
ding” problem addressed by the Panel) is
that “willingness to pay” appears unduly
sensitive to the framing of the question
and other elements of survey design.
Many have voiced a similar problem
with CVM. For example, Dr. Walter J.
Mead examined a series of studies in
1992 among which were three CVM ex-
aminations of “willingness to pay” for
visibility improvements in the Grand
Canyon, prepared in conjunction with a
decision on air quality expenditures to
be imposed on the Navajo Generating
Station. The estimates in these studies
ranged from zero to $10.4 billion (see

3 Kenneth Arrow, et al., Report of the NOAA
Panel on Contingent Valuation, January 11, 1993.

4w. H Desvousges, et al., Comments on the De-
partment of Interior’s Natural Resource Damage As-
sessment Proposed Rule, September 1993, p. 1.
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box entitled “The Grand Canyon
Studies”).

The Grand Canyon Studies:
Is the damage zero or
is it $10.4 billion?

One study found average annual “will-
ingness to pay” for visibility improve-
ments in the Grand Canyon to be $95
per household per year. Another study
found that visibility improvement in the
Grand Canyon is worth between $1.30
and $3.60 per household per year. A
third study found that comparable visi-
bility improvements in the Grand
Canyon are worth between zero and
$0.50 per household per year. The dif-
ferences are the result of different ap-
proaches to survey design and data
analysis. The results imply that the dis-
counted present value of visibility im-
provements near the Grand Canyon
might range from zero to $10.39 billion.
Recall that these reported values are for
slight visibility improvements at the
Grand Canyon for just a few days each
winter. [W. J. Mead, Review and Anal-
ysis of Recent State of the Art Contingent
Valuation Studies, April 1992.]

A literature of CVM studies on oil
spills is only beginning to be accu-
mulated, because OPA was passed only
in 1990. However, a barge spill in
Washington state has been the subject
of a CVM study. After paying $3.5 mil-
lion in cleanup costs and damages, the
barge company was presented with a
CVM-based NRDA claim for $150 mil-
lion. This study of the barge Nestucca
spill illustrates that CVM seems inca-
pable of distinguishing between unique
resources with irreversible damage and
temporary injury to common resources.
(See box entitled “The Nestucca Spill.”)
Yet a substantial increase in the use of
CVM to measure passive-use values can
be expected if the final rules authorize
such use.

A key concern of the NOAA Panel
members and others about CVM is that



The Nestucca Spill:
$3.5 Million Becomes $150 Million

In the case of a spill from the barge Nes-
tucca off Washington state, the barge
towing company settled resource damage
claims with the state of Washington and
the federal government for $3.5 million,
but a subsequent CVM study supported a
British Columbia government claim for
$150 million, almost 50 times more.

It was estimated that some 40,000
common seabirds were killed, although
less than one-third of this number were
actually observed. The regional popula-
tion of the affected birds was estimated
at 3-4 million, and expected to recover
fully in 5 to 10 years. Whether the
public actually suffered a loss, particu-
larly a quantifiable one, under these cir-
cumstances appears debatable: people
who liked to see gulls at the seashore
could still do so, and people who liked to
know that gulls and other seabirds were
soaring offshore could still be assured
they were. Yet the range of “willingness
to pay” was estimated at approximately
$40-140 per year per household in the
nearby British Columbia area to prevent
a similar spill in the future.

respondents have no basis to develop
and express an appropriate answer.
They have no expertise or experience to
evaluate how much a hypothetical pro-
gram should cost, or whether damages
are accurately characterized in the CV
question framework, or how to translate
their appreciation of the existence of cer-
tain natural resources into dollars and
cents. The result is that the responses
reflect neither “willingness to pay” nor
value. A variety of studies have been
conducted to explore the underlying
judgment process in respondents’ “will-
ingness to pay” answers. In one of these
studies, by Professors Payne and
Schkade, respondents evinced no rea-
soned thought process: “Um, I have no
idea. I guess $500 sounds like a nice
round number,” and “There was no
thought really put into it. I think the
$100 figure just popped into my head
and that’s why I put it down, really.”>

Many observers of CV studies, in-
cluding NOAA’s Panel, agree that be-
cause the “willingness to pay commit-
ment” from respondents is solely
hypothetical, the results are inflated:
“The Panel is persuaded that hypothet-
ical markets tend to overstate willing-
ness to pay for private as well as public
goods. The same bias must be expected

to occur in CV studies.”®

For this reason and others, the
Panel put significant qualifications on
its endorsement of the use of CVM, pre-
scribing a set of structural guidelines,
and specifying that CV studies should
only be a “starting point” for adjudi-
cating NRDAs. It states: “ .. under
th[e specified] conditions ..., CV
studies can convey useful information
. . . [and] can produce estimates reliable
enough to be the starting point of a judi-
cial process of damage assessment . . . .
The phrase ‘be the starting point’ is
meant to emphasize that the Panel does
not suggest that CV estimates can be
taken as automatically defining the
range of compensable damages within
narrow limits.”” Perhaps most impor-
tantly, the Panel stressed that, to date,
none of the available CV studies had ad-
equately addressed all of the reliability-
enhancement criteria recommended by
the Panel;8 thus no report to date was,
in the Panel’s view, reliable enough even
to be the “starting point” for an inquiry
into inclusion of passive-use values in
NRDA. The inclusion of passive-use
values was upheld by the D.C. Court of
Appeals (Ohio et al v. the Department of
the Interior, 880 F.2nd 432, 1989), as

5 David A. Schkade & John W. Payne, “Where
do the Numbers Come From? How People Respond to
Contingent Valuation Questions,” Contingent Valua-
tion — A Critical Assessment, J. A. Hausman (Editor),
Elsevier Science Publishers, 1993.

6 Report of the NOAA Panel, op. cit.
7 Ibid.
8 Ibid.
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long as those values could be reliably
measured.

Conclusions

Final NRDA regulations should not
include liability for passive-use value
losses as measured by CVM, a method-
ology that has yet to measure passive-
use values reliably and which may
never do so, particularly if such values
are not really economic preferences. Li-
ability for passive-use values under fed-
eral rules would be highly speculative
and would pose a punitive, arbitrary
and economically wasteful burden to
many companies, introducing new and
unpredictable (but potentially ruinous
multi-billion dollar) risks for company
operations. Moreover, it is highly inap-
propriate for federal agencies to autho-
rize CVM under conditions which they
hope (but cannot demonstrate) will pro-
duce reliable results; doing so can only
result in another high transactional cost
and lengthy set of disputes (without
achieving the OPA objective of timely
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and effective restoration of injured nat-
ural resources), much like the Super-
fund remediation issue which the gov-
ernment and industry have taken such
pains to address and resolve in this ses-
sion of Congress.

If CVM is used, final NRDA regula-
tions should establish a rigorous and
comprehensive set of reliability-
enhancing criteria, including but not
limited to the NOAA Panel’s conditions
and restrictions. The currently proposed
rules, despite their appearance, would
establish few such standards, and in-
deed ignore many of the Panel’s recom-
mendations. While a lack of confidence
in CVM has led NOAA to propose ap-
plying a 50 percent calibration factor to
CVM estimates of passive-use values,
such calibration does not address the
fundamentally flawed process repre-
sented by CVM estimates of passive-use
values, and is woefully inadequate to al-
leviate the potentially disastrous effects
of such assessments.



CHAPTER THREE

INSURANCE AND FINANCIAL COMMUNITIES
CONSENSUS AND ISSUES

INSURANCE

Conventional Insurance Solutions
to Satisfy Financial Responsibility
Requirements

The use of insurance as evidence of
financial responsibility for offshore facil-
ity operators is specifically provided for
in Section 1016 of OPA. Since OPA’s en-
actment in 1990, insurers have indi-
cated their unwillingness to provide
such evidence for vessel owners and off-
shore facility operators if they will thus
be guarantors. The issues surrounding
insurers as guarantors are not new
(Outer Continental Shelf Lands Act of
1978), but have been magnified by the
increased limits of liability and more ex-
acting requirements under OPA. This
section will discuss the basis of insurers’
concerns and the potential increased
costs to facility operators.

Background Data

e Seepage and pollution insurance for
owners/lessees of offshore facilities
as defined in OPA is largely avail-
able from Lloyd’s and Bermuda-
based facility underwriters. Lim-
ited capacity may be available from
U.S., Scandinavian, and European

insurers. These underwriters con-
stitute what may generically be re-
ferred to as the commercial insur-
ance market. While this market is
able and willing to provide insur-
ance coverage for OPA liabilities, it
is not prepared to provide evidence
of financial responsibility under
OPA, which under current thinking
may place its providers in the posi-
tion of guarantors.

An offshore Bermuda-based company
known as Oil Insurance Limited
(OIL) exists to insure oil company-
related risks. OIL is a consortium
of some 45 to 50 oil companies ini-
tially formed to provide its founding
members with an alternative to the
commercial market for seepage and
pollution-related insurances. OIL
still provides this coverage today.

It is necessary to distinguish the
commercial insurance market from
Mutual Protection and Indemnity
(P&I) Clubs, which only insure ves-
sels. P&I Clubs do not insure off-
shore facilities as defined by OPA.

Lloyd’s underwriters do not object in
principle to the notion of providing
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oil pollution insurance for assureds
operating in U.S. waters.

e There is sufficient capacity in
Lloyd’s alone to meet the strict
monetary limits up to $150 million
of financial responsibility imposed
by OPA on oil and gas exploration
and production offshore facilities.
There is some uncertainty as to
whether there is adequate capacity
to cover the potential number of fa-
cilities which could be included un-
der the expanded definition of “off-
shore facility” being considered by
the MMS.

The job of the underwriter is to suc-
cessfully identify acceptable risk, thus
differentiating the insurable from the
uninsurable. OPA presents underwrit-
ers with what they perceive as infinite
and undefined exposure to loss. With
little or no ability to analyze and under-
write the exposure, and with the multi-
tude of avenues by which the under-
writer may be exposed to more than the
stated policy limit, the commercial in-
surance markets have little choice but to
refuse to provide evidence of financial
responsibility if they are deemed to be
OPA guarantors.

Underwriters’ Concerns

¢ Insurers considered as guarantors
providing evidence of financial re-
sponsibility under OPA are open to
direct suit by any third parties. An
insurer is in no position to defend
the underlying conduct of the
responsible party, because it has no
assured access to the facts. Yet
there is no requirement in OPA that
the claimant first sue or even at-
tempt to sue the responsible party.

Prior to OPA, offshore facilities
were subject to the Outer Continen-
tal Shelf Lands Act. For the first
ten years after the OCSLA financial
responsibility provisions were
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passed, they were not enforced.
The Coast Guard did not require
any facility owner/operator to com-
ply because no insurers (or any
other unrelated party) could be
found willing to provide evidence of
financial responsibility under
OCSLA. This is because OCSLA in-
troduced for the first time two fea-
tures included in OPA:

— guarantor status for those who
provide evidence of financial
responsibility, and

— third-party direct action.

OCSLA was a quantum leap beyond
the FWPCA, which applied (before
OPA) only to vessels. FWPCA re-
quired only that the insurer certify
to the federal government that ap-
propriate insurance was in place
and would not be canceled without
prior notice and that the insurer
agreed to respond directly to the
federal government for its cleanup
and removal costs.

OCSLA allowed third parties, not
just the government, to sue the in-
surer who provided evidence of fi-
nancial responsibility. The insurer
for the first time was considered a
“guarantor” and was required to
forego virtually all policy defenses
which it would have had if the re-
sponsible party sought to collect the
claim under the policy. In 1988,
Congress finally clarified that this
waiver of defenses did not mean
that an insurer, at least, could not
assert as a defense the policy limits
that had been certified. Even after
this 1988 clarification, the insurers
did not consider themselves guar-
antors.

The new uncertainties imposed by
OPA therefore go beyond what
insurers are reasonably able to as-
sume. OPA may open the door even
more widely than OCSLA to direct



action suits by third-party
claimants. Suits may be brought in
federal or state courts. There is no
common forum established to en-
sure preservation of policy limits.
Any impacted party (whether im-
pacted directly or indirectly) may
initiate action.

The reference in OPA to Natural
Resource Damage Assessment has
potentially catastrophic economic
consequences for insurers (if con-
sidered as guarantors). Following
the Federal Appeals Court decision,
Ohio et al. v. the U.S. Department
of the Interior, OPA (in Section
1006[e]) may open the door to the
use of Contingent Valuation natu-
ral resource damage assessments
resulting from an event falling un-
der OPA regulations. Thus, over
and above the potential exposure
for damage to natural resources,
the responsible parties (and their
guarantors) may be liable for an
additional amount determined by
the contingent valuation process
for assessing passive-use indirect
damages, although this is by no
means mandated by the Ohio deci-
sion or OPA.

Underwriters (if considered as guar-
antors) are also not comfortable
with the assurances that they would
only be exposed up to the financial
responsibility level on any one oc-
currence. Direct action, the lack of
normal policy defenses, and OPA’s
non-preemption of state liability
laws create myriad ways and means
for underwriters to become the focal
point for several separate causes of
action. There is no single mecha-
nism or venue established by OPA
to consolidate actions and validate
damage claims.

For insurers (in their capacity as po-
tential guarantors), OPA is more

problematic than OCSLA for the fol-
lowing reasons:

— OPA has expanded the types of
damages that third parties may
recover directly from a guarantor
(or responsible party), and, under-
writers believe, goes beyond what
was commonly assumed to be im-
plied in OCSLA (or common law).
One of the pivotal differences is
the allowance of indirect damages
under OPA.

— A direct “advertising” and claims-
handling responsibility has been
imposed on guarantors under Sec-
tion 1014(b) which did not exist
under OCSLA or any other
statute.

— Under OCSLA and FWPCA, the
underwriters’ view had been that
federal law would be considered
paramount (even if not expressly
preemptive). OPA Section 1018
explicitly preserves state law, set-
ting up possible conflicting stan-
dards by which guarantor conduct
could be judged. Moreover, Sec-
tion 1017(c) permits state courts
to exercise jurisdiction over OPA
claims actions. The potential that
different state and federal courts
could define the “incident” in dif-
ferent ways so as to impose multi-
ple limits against the guarantor is
greatly increased by OPA’s non-
preemption and its failure to pro-
vide a single mechanism to
channel all claims for unified set-
tlement.

What Are the Costs?

Insurance costs for OPA-related lia-
bilities for offshore facilities cannot be
specifically delineated. Until the risk
can be assessed, underwriters have been
unwilling to discuss the issue. For illus-
trative purposes (to highlight the fact
that even if the insurance/guarantor
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issue can be resolved, there are still ad-
ditional costs the industry will have to
incur), estimated insurance costs have
been conceptually developed for various
sized operators in state and federal
waters.

The insurance industry will not evi-
dence financial responsibility under
OPA unless they are not held to be guar-
antors. If, however, the MMS decides to
allow insurance be used as an asset,
thus qualifying many independent oper-
ators as self-insureds, there are still ad-
ditional costs that would be incurred by
the industry.

e All exploration and production
companies operating in the U.S.
Gulf Coast waters purchase excess
liability insurance coverage.
Smaller independent operators typ-
ically purchase from $10 million to
$100 million of coverage for any one
occurrence. Some degree of seepage
and pollution protection is almost
invariably included within the scope
of coverage.

e The excess liability policy is the log-
ical forum to handle seepage and
pollution exposures. There are cer-
tain impediments that require
resolutions prior to ensuring the vi-
ability of the excess liability ap-
proach. Assuming the MMS can
overcome the technical issues, the
issue then becomes one of cost.
There will be an increased cost to
responsible parties that must pur-
chase $150 million in policy limits.
This increased cost will directly im-
pact the smaller independent opera-
tors. Bearing the finite commodity
theory in mind, underwriters will
demand a minimum premium for
the commitment of their capacity.
Thus, the independent operator
who heretofore purchased $10 mil-
lion in excess liability protection
and who now must purchase a

$150 million limit will be faced with
a minimum premium that may
seem hardly commensurate with
the perceived risk, but that reflects
the lowest premium level for which
the underwriter is willing to com-
mit his capital.

For instance, for asset calculation
purposes, the MMS would have to
acknowledge that aggregate policy
limits are not exclusive to OPA and
could be eroded by other events.

Nonconventional Insurance
Solutions to Satisfy Financial
Responsibility Requirements—
Special Purpose Entities

Several new insurance facilities
have been under development to issue
insurance policies to vessel owners
solely for certificates of financial
responsibility. These special purpose en-
tities, along with at least one proposal to
provide surety bonds to creditworthy
firms, are by design acceding to the
Coast Guard’s interpretation of guaran-
tor status. By design, they have also
limited their exposure to direct actions
claims: the policy’s face amount, for in-
stance, will be equal only to the required
level of financial responsibility.

The special purpose entities have
been awaiting the recent issuance of the
Coast Guard’s COFR regulations. It will
become apparent in the coming months
whether these newly formed facilities
can induce the reinsurance market to
participate and overall, whether they
will be viable alternatives to more con-
ventional insurance.

Even if these new special purpose
entities become important providers of
financial responsibility for vessel own-
ers, however, it is not automatic that an
analogous commercial facility could be
established for the much smaller mar-
ket of offshore operators. In any case,
such new facilities will be providing du-



plicative insurance coverage. Vessels,
for instance, still need to purchase P&I
Club cover for pollution incidents that
occur outside the United States, and off-
shore operators would still need to pur-
chase liability insurance for non-OPA
incidents. Thus, the new insurance will
present an incremental cost. The level
of the cost and whether it would burden
production intolerably, remains to be
seen.

Surety Bonds

Surety bonds have been deemed to
be another acceptable method for
evidencing financial responsibility. In
fact, one insurance broker has an-
nounced a new consortium of bonding
companies that will provide vessel
COFRs under Coast Guard rules. A few
comments are in order:

e Surety bonds are not insurance, but
are promises to pay specified dollar
amounts. The surety company issu-
ing the bond accepts no risk and
will not agree to issue a bond unless
it is certain of the responsible par-
ty’s ability to pay the full value of
the bond amount.

¢ Thus, the companies with the great-
est financial strength are the target
market for surety bonds, but the
weaker companies will present the
greatest demand for them. The cost
of the bond itself may range from
$1.5 million to $15 million per
bond, based on the surety com-
pany’s evaluation of each operator’s
risk.

® The cost to the operator seeking the
bond is not only the premium but
the lost opportunity cost from capi-
tal required for collateral require-
ments. Therefore, less capital is
available to the responsible party
for use in exploration and produc-
tion activities that might otherwise
be undertaken.

Letters of Credit or Third-Party
Guarantee

The Council is not aware of any let-
ter of credit or third-party guarantees
arranged to comply with the Outer Con-
tinental Shelf Lands Act. Economically
viable sources of funds were never devel-
oped.

OPA’s $150 million requirement is
more than four times OCSLA’s financial
responsibility level. It is highly unlikely
that cost-efficient sources of funds will
become available to the petroleum in-
dustry to satisfy OPA’s financial respon-
sibility requirement when such funds
are unavailable under OCSLA’s lower
required amounts.

As described in detail in the follow-
ing section, financial institutions are
wary of the liabilities imposed on the
guarantor. The perceived risks involved
are likely to make the U.S. banking com-
munity an unwilling participant in the
financial responsibility process.

FINANCIAL INSTITUTIONS
Background

This section explores the potential
impacts that the MMS interpretation of
financial responsibility under OPA will
have on the financial community. Of
significant note is whether OPA will
heighten the perception within financial
markets of instability in the energy
area. Such a perception would cause
reductions in credit and capital avail-
ability, increases in the cost of money,
and other immediate impacts not in-
tended by the legislation.

Capital and credit at affordable
levels are essential to energy industry
growth; domestic industry growth is re-
quired if oil import levels are to be con-
tained, if natural gas is to become the
“fuel of the future,” and if the environ-
mental agenda is to be achieved. Avail-
ability of capital to any industry is
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inexorably linked to the level of per-
ceived risk inherent to the investment
versus its economic return. Each capital
provider, therefore, must balance as-
sumed risk with the expectation of ap-
propriate economic return. Providers,
however, have generally not yet figured
the broad MMS interpretation of OPA
into their risk/reward equation.

Market efficiency has spawned a
healthy process whereby new invest-
ment vehicles arise to meet the needs of
many types of corporate structures and
thus many different risk scenarios. The
single constant in this process is that
cash flow becomes the basis for mea-
surement of the risk/reward scenario.
It stands to reason, therefore, that any
element that disturbs the accurate mea-
surement, or predictability, of current
or future cash flow alters the investors’
or lenders’ view of an industry’s attrac-
tiveness.

The U.S. energy industry has wit-
nessed this immutable facet of eco-
nomics over the last decade due to com-
modity price volatility and now due to
higher levels of perceived risk at-
tributable to potential U.S. environmen-
tal liability. As an example, worldwide
oil and gas loans, as reported by
Petroleum Economist, totaled $63.6 bil-
lion in 1984 but fell to $25.2 billion by
1987. Loan providers reacted to the risk
attributable to commodity price volatil-
ity by restricting credit. And they did so
in a rapid, efficient, and market-driven
manner, as did equity investors and
other lenders of all types. It now ap-
pears that providers of capital have ad-
justed to commodity price volatility and
to current levels of environmental expo-
sure but have not fully grasped the po-
tential, much less immediate, impact of
the MMS interpretation of financial re-
sponsibility requirements under OPA. It
is safe to assume, as in previous periods
of incalculable risk levels, that capital
providers may retrench rapidly once the
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ability to measure future cash flow be-
comes clouded. This appears to be the
most significant possibility that the
MMS interpretation of financial respon-
sibility requirements under OPA brings
to bear on the financial community.

Simply put, if risk cannot be accu-
rately measured, if liability is assumed
to be limitless or if unknown and poten-
tially large expense levels are necessary
to meet financial responsibility require-
ments, then predictability of cash flow
becomes difficult, if not impossible.
Capital and credit providers, under this
framework, may therefore see energy
production, exploration, storage and
transportation as undesirable areas of
investment and may seek other market
opportunity.

Competition for a scarce resource
such as capital may leave less available
for the energy industry in the future and
at a much higher cost if OPA financial
responsibility requirements are broadly
interpreted. Additionally, an immediate
impact may be felt as debt and equity
markets readdress asset values of exist-
ing portfolios in light of the increased li-
ability possibilities and broad MMS
interpretation of “offshore facility.” This
could cause acceleration of debt, restric-
tion of previously available credit, and
exercise of remedies to mitigate risk ex-
posure. For the financial industry, OPA
is therefore not simply a future possibil-
ity, but a current reality. Its impact will
begin to be felt now. And this comes at a
time when industry expansion needs are
increasing the call for capital and credit,
and financial providers have responded
to low interest rates, more stable oil
prices, and higher gas prices with a
more positive view of energy.

Major Impacts

The capital underpinnings of the in-
dustry are difficult to calculate due to
the breadth of capital sources available



and the lack of consolidation within the
energy finance universe. In general, the
energy industry is now globalized in
terms of activity and sources of capital.
Large to medium sized U.S. corporations
have traditionally self-financed from
cash flow but are now focusing on opera-
tions that outstrip this capability. Thus,
many are going directly to commercial
paper and equity markets. Smaller com-
panies have traditionally combined self-
financing with bank borrowings. Under
OPA, these “small cap companies” will
likely experience erosion of capital avail-
ability as markets shy away from
intolerable liability exposure.

It is well-documented that the en-
ergy industry continues to restructure.
The process of handing off marginal eco-
nomic fields to small, efficient operators
is the backbone of the independent ex-
ploration and production sector. Bank
financing, gas purchaser prepayments,
venture capital, and other secured debt
transactions and equity arrangements
have allowed larger companies to mone-
tize those marginal assets through di-
vestiture to independents as they focus
on frontier opportunity. Financiers have
been willing to value the subject collat-
eral oil and gas properties and lend
against, or invest in, those properties by
carefully assessing the sufficiency of pro-
jected cash flow from those properties to
service debt repayment needs or meet
anticipated returns. To interject un-
known levels of cost or liability into this
valuation process will limit acquisition
related financings.

Failure to replace reserves implies
self-liquidation in the oil and gas indus-
try. Under strict interpretation of finan-
cial responsibility requirements, both
cash flow and capital availability will be
reduced. Independents’ ranks will con-
tinue to thin due to self-liquidation of
this industry sector. Service and supply
companies will be faced with less activ-
ity. The capital providers now support-

ing these segments will additionally lose
a valuable source of loan and investment
opportunity.

Those who provide capital in any
form to the energy industries will begin
to view OPA negatively under the
MMS'’s financial responsibility interpre-
tation. This will translate to reduced
capital availability at higher costs. The
impact will be felt most by smaller com-
panies unable to self-insure to meet fi-
nancial responsibility requirements.
These companies will pay more, where
available remedies exist, to obtain a Cer-
tificate of Financial Responsibility. The
ramifications do not stop with the small
producer ranks, however. Less capital
implies less economic activity, which
translates to immediate impact on ser-
vice suppliers, drillers, transportation
companies, etc., and secondary impacts
in housing and retail markets, due to
fewer jobs and thus fewer, lower pay-
checks. A ripple effect through the fi-
nancial markets and consumer segments
can be anticipated.

Of particular concern to financial in-
stitutions and investors is MMS’s inter-
pretation of the definitions of “responsi-
ble party” and “navigable water.” For
financial institutions and investors in-
volved in providing capital and credit to
the oil production and transportation in-
dustry, a broad interpretation of these
terms could result in lenders and in-
vestors being subject to liability for all
damages and removal costs from an oil
discharge. This is particularly true in
the case of an issuer of a letter of credit.
The issuing entity may be viewed as a
“guarantor” and thus subject to “respon-
sible party” liability.

Even lenders and/or investors that
do not participate in the day-to-day
management or operation of a vessel or
facility, or in the production or trans-
portation of petroleum products, may
still be considered owners or operators,
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and thus financially liable. Therefore,
because of OPA’s onerous liability provi-
sions and Congress’ apparent rejection
of a secured creditor exemption, lenders
and investors are justifiably alarmed
over the imminent financial risks im-

posed on them by OPA.

Unresolved under OPA for secured,
or collateral-dependent, parties is the
extent of the actions they may take to
protect their collateral without imposing
so many requirements that financial re-
sponsibility and liability attaches.
Hence, a secured party’s desire to in-
crease the extent of control over its in-
vestment is in direct conflict with the
desire to avoid constructive ownership
as a result of provisions in security docu-
ments that confer the level of control
sought.

For finance lessors, another impor-
tant provider of capital to the oil and gas
production and transportation industry,
there is a similar sense of alarm over the
heightened risk implications of OPA. In
fact, finance lessors under OPA find
themselves in a far more vulnerable po-
sition than banks because liability is im-
posed upon an “owner and operator”
jointly and severally. This occurs be-
cause a lessor is considered the actual
recorded owner of property under se-
cured transactions and security rights
laws.

Summary

In order not to jeopardize the safety
and security of depositors’ funds and
shareholders’ and investors’ capital,
lenders, investors, and intermediaries
must make prudent determinations
about risk tolerance. A clear and pre-
dictable legal framework within which
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financial institutions are able to ratio-
nalize risks associated with the produc-
tion, transportation, handling, and con-
sumption of oil is necessary.

Capital providers have, in general,
not yet assessed the current or potential
impact of OPA. Based on well-docu-
mented prior retrenchments that
resulted in capital shortages for the en-
ergy industry, it is appropriate to ask
when such realization will take place.
Lenders will reassess asset values for
collateral properties and will revise cash
flow forecasts to incorporate increased
liability risk and greater costs to oper-
ate. Available remedies will be sought
to “shore-up” existing positions as regu-
lator, shareholder, and other market
pressures surface. Equity investors will
reassess anticipated returns based on
potential reductions in asset apprecia-
tion and increased direct liability expo-
sure, and will thus demand higher
returns to stay the course or will seek
opportunity elsewhere. This implies a
higher cost of doing business for the en-
ergy industry.

In general, the financial community
will seek to avoid energy and energy-
related industries as a less-than-desir-
able investment opportunity unless
those issues that limit the ability to pre-
dict cash flow are corrected. The past
trends in energy financing have shown
rapid and efficient movement of capital
out of energy when the perception of risk
outstrips the tolerance of providers. The
MMS must therefore utilize all flexibil-
ity afforded under OPA in order to miti-
gate the risk issues it raises before capi-
tal providers’ concerns translate to
negative action in the form of capital
movement away from this vital industry.



CHAPTER FOUR

ADDITIONAL IMPACTED PARTIES

THE OILFIELD SERVICE
INDUSTRY

The oilfield service industry is com-
prised of a wide variety of businesses
providing the full array of goods, equip-
ment, and services required to explore
for and produce natural gas and crude
oil both offshore and onshore. Examples
of such firms include those providing
contract drilling services, geophysical
contractors, crew and supply boat opera-
tors, helicopter companies, diving
contractors, fabrication yards, and man-
ufacturers of all of the products and
equipment used in exploration, develop-
ment, and production. Total worldwide
revenues of this industry exceeded
$85 billion in 1992.

The industry sector most directly
impacted by OPA would be the offshore
contract drilling sector. This industry
group owns and operates a fleet of mo-
bile offshore drilling rigs which drill ex-
ploration and development wells under
contract to major and independent oil
company operators. More than one-
fourth of the worldwide mobile drilling
fleet currently under contract is operat-
ing in U.S. waters. Recently, after a
decade of accumulated losses exceeding
$10 billion, U.S. offshore drilling con-
tractors have experienced the beginning

of a modest economic recovery driven
largely by natural gas drilling in the
Gulf of Mexico. The mobile rig count
has doubled in the Gulf to its present
level of 134 units and, as the supply/de-
mand balance for these rigs has grown
closer, improved day rates have made
some drilling contractors profitable for
the first time in many years.

U.S. companies are pre-eminent in
the worldwide contract drilling industry
and contribute significantly to U.S. bal-
ance of payments inflows. However, the
success of their international business is
dependent upon having a sound eco-
nomic and technology base at home.

Since mobile offshore drilling units
are regarded as vessels, they are subject
to the liability and compensation provi-
sions of OPA administered by the U.S.
Coast Guard. According to rules pro-
posed by the Coast Guard, the base lia-
bility of a mobile offshore drilling unit is
that of “any other vessel over 300 gross
registered tons,” i.e. $600 per gross ton
or $500,000, whichever is greater, except
that while “being used as an offshore fa-
cility” the liability is that of a “tank ves-
sel,” i.e. the greater of $1,200 per gross
ton or $2 million if the vessel is over 300
gross tons and up to 3,000 tons, and the
greater of $1,200 per gross ton or
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$10 million if the vessel is over 3,000
gross tons. The demonstration of finan-
cial responsibility would correspond to
the amount of liability. Moreover, the
Coast Guard has proposed requiring an
additional $5 million as a minimum
amount of liability under the Com-
prehensive Environmental Response,
Compensation, and Liability Act of 1980.
These requirements would mean, for ex-
ample, that a 20,000 gross ton semi-
submersible drilling rig would be subject
to a total liability and certification
amount of $29 million.

The drilling industry has questioned
whether OPA requires that an addi-
tional demonstration of financial respon-
sibility over and above the base amount
should be required for a mobile offshore
drilling rig that becomes an appurte-
nance to an offshore facility. The in-
dustry takes the position that OPA Sec-
tion 1001(32)(c) is clear in placing the
obligation for establishing financial
responsibility for an offshore facility
owner with the lessee in accordance
with rules promulgated by the MMS
and that it would be redundant for the
Coast Guard to establish financial re-
sponsibility for a mobile offshore
drilling rig being used as an offshore fa-
cility. Drilling contractors have in-
dicated that few, if any of them, have
sufficient net assets in the United States
to satisfy Coast Guard’s proposed crite-
ria for self-insurance.

The proposed rules have stirred con-
siderable controversy, particularly with
respect to the apparent refusal of tradi-
tional insurance markets to provide
coverage in a manner that the Coast
Guard interprets as necessary to meet
the statutory requirements. Drilling
contractors have commented on the pro-
posed rules. In July 1993, the Coast
Guard released a Preliminary Regula-
tory Impact Analysis assessing economic
impacts should the proposed rules be
implemented. While the Coast Guard
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recognized the possibility of severe dis-
ruption of U.S. industry, its assessment
focused on oil transportation and failed
to acknowledge the potential economic
damage to the U.S. offshore contract
drilling industry or the potential nega-
tive impact on domestic oil and gas pro-
duction. The Coast Guard issued its in-
terim final rule on July 1, 1994.

The tests proposed by the Coast
Guard to demonstrate financial
responsibility for self-insurance penalize
contractors active in the global market-
place in that the formula proposed in-
cludes domestic and foreign liabilities,
but only domestic assets in determining
the amount of net assets and/or working
capital necessary to demonstrate finan-
cial responsibility. Should insurance re-
main unavailable in the marketplace,
domestic oil and gas production could be
hit with a “double whammy effect”
where neither a majority of oil company
independents or most drilling contrac-
tors could continue to do business in
U.S. offshore waters. The direct correla-
tion between drilling activity and do-
mestic oil production is demonstrated in
Figure 4-1.

Drilling contractors are also con-
cerned about the interpretation of what
constitutes “a discharge on or above the
surface of the water” for purposes of
dividing liability between an oil com-
pany operator and leaseholders and the
owner of a mobile offshore drilling unit
where a mobile offshore drilling unit is
deemed to be an “offshore facility” [33
U.S.C. 2704 (b)(1)]. This provision was
intended to preserve the traditional divi-
sion of liability between the operator
and the drilling contractor, assigning re-
sponsibility and liability for discharges
of oil and drilling fluids from the well
bore and reservoir to the operator and
assigning responsibility and liability for
above-surface discharges of fuel oil, lu-
bricant, etc., from the drilling rig itself
to the rig owner. Unfortunately, because
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Figure 4-1. Impact of U.S. Drilling Decline on Oil Production.

oil floats, some have suggested that any
discharge, regardless of its source or cir-
cumstances, could be “a discharge on or
above the surface of the water,” and
therefore could be the responsibility of
the rig owner. While recognizing that
the courts will determine matters of lia-
bility under the provisions of OPA’90, in
its interim final rule issued on July 1,
1994, the Coast Guard recited consider-
able legislative history indicating that
Congress’s intent has been to preserve
the traditional division of liability be-
tween the operator and the drilling con-
tractor.

Offshore supply vessels are not tank
vessels under the law. All other vessels
over 300 gross tons will be required to
furnish evidence of financial responsi-
bility under OPA and CERCLA. The
availability of insurance for this purpose
is in question.

In addition to drilling contractors,
other sectors of the oilfield service

industry are concerned about the lack of
provisions for adjustment of the limit of
liability for “offshore facilities.” Provi-
sion is made for adjusting by regulation
the limit of liability for onshore facilities
to a range of $8 million to $350 million;
however, no similar provision is made
for offshore facilities even though they
comprise as broad a range of type and
potential risk as do onshore facilities.
Accordingly, under the definitions con-
tained in the ANPR, the small business
owner who has a fuel storage tank as
part of a dockside offshore supply base
or a helicopter landing facility may have
to demonstrate the same amount of fi-
nancial responsibility (up to $150 mil-
lion) as the large company owner of a
major offshore oil pipeline. As another
example, there are several small firms
that are in the business of transporting
drilling muds and cuttings, produced
sand, sludge and other oily wastes to
shore for processing and disposal. If
such firms are unable to operate because
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of the burdens of OPA imposed by the
Coast Guard, drilling and production
operations producing these wastes
would be impacted. Owners of small fa-
cilities would thereby be forced to in-
sure far above any reasonable expecta-
tion of risk (if insurance is available),
incurring unnecessary costs, with self-
insurance at this level likely being an
impossibility.

Indirect effects of implementation of
OPA are those that might be felt if the
burdens of the statute and the imple-
menting regulations cause a decline in
the number of firms investing in OCS
projects and purchasing oilfield services
and supplies. The economic vitality of
the oilfield service industry and employ-
ment levels depend heavily on the level
of investment in exploration and devel-
opment. In the early stages of exploring
the OCS, large integrated oil companies
were the most prominent investors.
Over time, however, the role of indepen-
dent producers, many of which are rela-
tively small, has grown substantially.
Since 1986, the number of wells drilled
by independents on the OCS has ex-
ceeded the number of wells drilled by
major companies. This topic is more
fully developed in Chapter Two.

An examination of data provided by
the Minerals Management Service for
wells drilled in the Gulf of Mexico dur-
ing September of 1993 reveals that 178
mobile and platform drilling rigs were at
work. Similar data published by Off-
shore Data Services show that as of
November 11, 1993, the same number of
rigs were at work. The September data
show 59 operators were drilling wells,
while the November data show 60 opera-
tors were active.

It is difficult to determine, today,
any certainty about the number of
operators who will be forced out of busi-
ness if the MMS financial responsibility
proposal applies to them. One reason-
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able way, however, to estimate the mag-
nitude of the effect the MMS ANPR
could have is to review publicly avail-
able financial data about these firms.

Data published in the September 20,
1993 edition of the Oil & Gas Journal
help measure the relative financial
strength of those operators. Of the 178
rigs working in September, 71, or 40 per-
cent, were working for operators with
shareholder equity of less than $150 mil-
lion. Of the 178 rigs working on Novem-
ber 12, 1993, 79, or 44 percent, were
working for companies with shareholder
equity less than $150 million.

If insurance is not available to
demonstrate financial responsibility or,
if available, is not within the financial
reach of smaller operators, having
shareholder equity in excess of $150 mil-
lion may prove to be the only way to
demonstrate the required level of finan-
cial responsibility. Companies of lesser
financial standing may be unable to
comply with the law and thus may be
forced out of the offshore oil and gas
business discontinuing exploring for and
producing crude oil and natural gas
from the OCS.

The number of operators currently
drilling in the Gulf of Mexico that fall
below the $150 million stockholder eq-
uity is 39 out of a total of 60, or 65 per-
cent. If a significant number of those
operators find themselves unable to con-
tinue in business, the oilfield service
industry will be adversely impacted
commensurate with the decline in in-
vestment in OCS projects. This will lead
to the further deterioration of the oil-
field service industry infrastructure,
which is essential to support the future
exploration and development activities
of the domestic petroleum industry.

PIPELINES

Pipelines provide a vital service to
meet our nation’s petroleum needs as a
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TABLE 4-1

AVERAGE REVENUE PER TON-MILE
BY MODE OF TRANSPORTATION

(Cents)
Truck* Rail Barge Oil Pipelinet
1985 22.90 3.04 0.800 0.854
1986 21.63 2.92 0.762 0.814
1987 20.67 273 0.742 0.816

* LTL (less than truck load) carriers. Truck load average in 1987 was

t Excludes revenues for TAPS.

Source: National Petroleum Council, Petroleum Storage & Trans-

safe, efficient, economical, and environ-
mentally favorable method of transport-
ing oil. There are over 200,000 miles of
liquid petroleum pipelines in the United
States.] During the period from 1986 to
1992, this network of pipelines carried
an average of 586 billion ton-miles of
petroleum, or about 20 percent of the na-
tion’s total intercity freight.2 Approxi-
mately one-half of all petroleum con-
sumed in the United States is
transported via pipelines.

Pipelines offer one of the most
economical modes of overland oil
transportation, as shown in Table 4-1.

Oil pipelines enjoy an excellent
safety record. They provide the safest
mode of overland oil transportation.
Only three of the nearly 47,000 trans-
portation-related fatalities in 1990 were
caused by liquid pipeline failures. When
casualty levels are adjusted for ton-
miles of petroleum transported, average

1 Association of Oil Pipe Lines, Oil Pipelines of
the United States: Progress and Outlook, August
1991, p. 1.

2 Smith, Frank A., Transportation in America,
1993, p. 44.

3 Association of Oil Pipe Lines, p. 10.

annual rail tank car and tank truck ca-
sualty rates were 100 and 40 times
greater, respectively, than casualty rates
for liquid pipelines.3

Pipelines offer significant environ-
mental benefits to other modes of oil
transportation. Data from 1989, pre-
sented in Table 4-2, indicates that oil
pipelines had the lowest spill rate of ma-
jor competing carriers.

TABLE 4-2
OIL SPILL RATES
BY MODE OF TRANSPORTATION
Oil Spill Rate
(Thousands of
Mode of Gallons/
Transportation Billion Ton-Miles)
Pipelines 14.3
Railroads 18.7
Water Carriers 24.4
Motor Carriers 25.1

The apparent broad interpretation
of the MMS as to the applicability of
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the $150 million financial responsibil-
ity to all pipelines located “in, on, or
under navigable waters” would result
in virtually all pipelines being subject
to the requirement. The requirement
would likely result in severe financial
hardship for a significant number of
pipelines and could potentially result
in a major disruption in oil transporta-
tion services. Additionally, such a
broad interpretation is contrary to the
law and intent of OPA that the finan-
cial responsibility requirements apply
only to traditional offshore facilities.
Throughout OPA, onshore and offshore
facilities are addressed separately,
thus evidencing an intent to treat a fa-
cility as either an onshore or an off-
shore facility.

The magnitude of required financial
responsibility under OPA does not re-
flect the historical level of damages re-
sulting from pipeline oil spills. Table 4-3
shows pipeline spill data for the past
five years based on hazardous liquid
pipeline accident reports submitted to
the U.S. Department of Transportation.

The worst liquid pipeline spill with
respect to property damage in 1992
amounted to $11 million. The require-
ment of $150 million in financial
responsibility is an order of magnitude
higher than the actual worst case spill.

The proposed broad interpretation
by the MMS of financial responsibility of
$150 million to virtually all crude oil
and refined petroleum product facilities
creates a potentially significant financial
hurdle for the pipeline industry. Oil
pipelines are owned and operated in a
variety of corporate structures that
make it difficult to generalize about the
industry’s ability to meet various finan-
cial responsibility tests. A case study of
one of the largest oil pipeline companies
is provided as an example of the difficul-
ties presented by OPA.

Colonial Pipeline Company is one of
the largest oil pipeline systems in the
world. The system includes more than
5,200 miles of pipe and generates rev-
enues in excess of $500 million. More
than 1.8 million barrels of refined
petroleum products are delivered from
this system on an average day. Over 80
shippers are actively using the Colonial
system. Product is picked up at 30 ori-
gin refineries and delivered to more
than 260 terminals in 13 states and
Washington, D.C. Shares of the com-
pany are held by 10 energy companies.

Colonial, even as one of the largest
pipeline systems, would still be unable
to provide insurance as evidence of fi-
nancial responsibility. While Colonial
carries $200 million of liability insur-

TABLE 4-3
SPILLS FROM OIL PIPELINES — 1988-1992

Average Volume

of Oil Spilled Property Damage
per Incident per Incident
Number of Spills (Barrels) (Dollars)
1988 194 1,200 $114,000
1989 163 1,200 47,000
1990 179 700 89,000
1991 215 1,000 147,000
1992 216 700 293,000

Average
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ance, the policy has a specific exclusion
for OPA’s financial responsibility provi-
sion; coverage could not be purchased
that would meet OPA requirements. In-
demnity agreements and surety bonds
may not be available for Colonial under
the OPA requirements.

Self-insurance at the $150 million
level is unreachable by Colonial; it has a
net worth of $48 million. It is question-
able, under current rules, whether the
MMS would certify that Colonial has
sufficient liquid assets or cash flow to
meet the $150 million level.

Colonial may be able to obtain let-
ters of credit to cover the $150 million
requirement but at an expected annual
cost of $500,000 to $1.5 million. The
contingent liability attributable to such
letter of credit exposure would create a
substantial reduction in borrowing ca-
pacity, thus limiting capital availability
for other purposes. Colonial’s actual loss
experience is substantially below
$150 million and it has never experi-
enced a spill that generated losses even
one-tenth the $150 million level. De-
spite this fact, Colonial’s ability to ob-
tain a COFR under the letter of credit
scenario is in question.

If Colonial, which has one of the
highest credit ratings in the industry,
has difficulty responding to the OPA re-
quirements, then it is highly likely that
a substantial number of pipelines simply
could not meet the financial responsibil-
ity tests.

In summary, the proposed broad in-
terpretation by the MMS of the defini-
tion of an offshore facility would have a
devastating effect on the existing inland
pipeline network. Alternative means of
transportation would increase costs to
consumers and the risks to human life
and environmental contamination. Fi-
nally, there is no statutory authority for
this broad interpretation and, further,
there has been no demonstrated need for

such a high level of financial responsi-
bility for inland pipelines.

REFINERIES AND TERMINALS

The MMS Interpretation of Finan-
cial Responsibility Under OPA

Historically, refineries and termi-
nals have always been considered on-
shore facilities from a regulatory and
legislative standpoint, as well as from a
common sense standpoint.

The MMS Advance Notice of Pro-
posed Rulemaking suggests that if a
pipeline or other appurtenance on a re-
finery or terminal dock sits in or crosses
navigable waters, that structure will be
deemed “an offshore facility,” even
though it is perfectly clear to any ob-
server that the refinery, pipeline, or ter-
minal sits onshore. As a consequence of
this interpretation, the refinery, oil
pipeline, and terminal would be subject
to the $150 million financial responsibil-
ity requirement. Since virtually all re-
fineries and terminals either have a
dock with a pipeline or other appurte-
nance or a pipeline connection that
eventually passes in, on, over, or under
navigable water, the MMS interpreta-
tion of “offshore facility” encompasses
virtually all refineries and terminals in
the country. This mandatory financial
responsibility is, in effect, a “permit to
operate.” Without it, a facility must
shut down its operations.

Assuming that this regulatory in-
terpretation is adopted by the MMS in
its final rule, virtually every refinery
and terminal in the United States
would be covered by the rule. Clearly,
this result was not intended by
Congress because the statute specifi-
cally distinguishes between “onshore”
and “offshore” facilities. This distinc-
tion and the relief it offers to refineries
and terminals is more fully discussed in
Chapter Five, Solutions.
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Demographics and Impact on
Refineries and Terminals

U.S. Petroleum Distribution
System

The product distribution system
from the refineries to end-users is com-
posed of pipelines, barges and tankers,
and tank cars and trucks. The distances
transported vary. For example, products
such as gasoline and home heating oil
are moved daily by the millions of bar-
rels through pipelines from Houston to
New York and Houston to Iowa and Min-
nesota. Due to these logistics, adequate
terminal storage capacity at these desti-
nations is critical to the distribution sys-
tem. Trucks and rail tank cars deliver
products directly from refineries or ter-
minals to local markets. Virtually all
pipelines, trucks, and rail cars could
eventually cross navigable water in their
delivery of products. Barges and
tankers deliver products to ports along
the inland river system as well as
coastal areas.

At all these many destination mar-
kets, and at markets along pipeline and
marine routes, another infrastructure of
terminal tankage must be in place to re-
ceive the incoming product and to pro-
vide storage. From this point, delivery
is made, usually by truck, to the many
distributors of petroleum products, such
as fuel oil dealers, bulk plant operators,
and service stations, and ultimately, in
the case of heating oil, to individual
homes.

In April 1989, the National
Petroleum Council concluded a major
study on petroleum transportation and
storage at the request of the Secretary of
Energy. The primary distribution sys-
tem in the study included refineries,
pipelines, and terminals. The products
surveyed for the inventory study were
crude oil, motor gasoline, kero-jet fuel,
distillate fuel oil, and residual fuel oil.
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Although kerosene, asphalt, lubricating
oils, naphtha-based jet fuel, and “other
oils” play a key role in the U.S.
petroleum picture, these products were
not included in the study. Primary sys-
tem total tankage for the surveyed prod-
ucts amounted to 1,419 million barrels
at that time. The percentage of utiliza-
tion of tank capacity over the 40-year
span covered by NPC inventory reports
ranged from a high of 53 percent in 1969
to a low of 40 percent in 1983; the aver-
age had been 46 percent. The study es-
timated industry-wide minimum operat-
ing inventory of 650 million barrels for
the surveyed products in the primary
distribution system. Minimum operat-
ing inventories were defined as the level
below which operating problems and
shortages would begin to appear in the
distribution system. It is interesting to
note that the minimum operating inven-
tory of 650 million barrels equates to 46
percent of total storage capacity, the
same percentage as the 40-year utiliza-
tion average. The minimum operating
estimate includes volumes held outside
of tanks on pipelines, etc. Table 4-4
summarizes the number of refineries
and terminals in the United States.

Impact on Refineries,
Terminals, and Other
Storage Facilities

Due to the broad interpretation by
the MMS of “offshore facility,” virtually
all refineries and terminals in the nation
would be included. The responsible par-
ties for these facilities would each be
required to demonstrate $150 million of
financial responsibility. Financial re-
sponsibility may be demonstrated by in-
surance, guaranty, indemnity, surety
bond, letters of credit, qualification as
self-insurer, any combination of these
methods, or any other approved method.
A study conducted by attorneys for the
Independent Liquid Terminals Associa-
tion (ILTA) indicated that insurance is



TABLE 4-4

NUMBER OF U.S. TERMINALS AND REFINERIES

State

Alaska
Alabama
Arkansas
Arizona
California
Colorado
Connecticut
Delaware
Florida
Georgia
Hawaii
Idaho
lllinois
Indiana
lowa
Kansas
Kentucky
Louisiana
Maine
Maryland
Massachusetts
Michigan
Minnesota
Mississippi
Missouri
Montana
Nebraska
Nevada
New Hampshire
New Jersey
New Mexico
New York
North Carolina
North Dakota
Ohio
Oklahoma
Oregon
Pennsylvania
Rhode Island
South Carolina
South Dakota
Tennessee
Texas
Utah
Vermont
Virginia
Washington
West Virginia
Wisconsin
Wyoming
State Not Identified
TOTAL

Sources:

1. Terminals: Petroleum Terminal Encyclopedia, Sixth Edition, 1992.

survey.)

BY STATE

Number of
Operating
Refineries

Number of

Terminals
3
34
15
10
79
16
16
1
58
54
6
8
58
40
37
19
21
31
13
20
'S
43
23
21
34
8
14
4
5
46
19
82
42
6
52
25
15
76
6
25
9
37
207
7
2
44
22
9
33
5
167
1,642
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Refinery Crude
Distillation Capacity
(MB/CD)

256
105
62

10
1,869
86

140
5
146

966
475

297
219
2,359

116
267
372

140

7

408
95

58
462
397

0
731

76
3,731
155

53
538
16

33
130

14,780

(Includes respondents to the 1992

2. Refineries: National Petroleum Refiners Association, United States Refining Capacity, January 1, 1993.
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the only viable source of financial re-
sponsibility for most companies. All of
the other forms of financial responsibil-
ity require capital assets in one form or
another.

As discussed in other sections of
this study, the potential unlimited liabil-
ity, direct action, and lack of preemption
provisions in OPA create a situation
whereby many operators of these af-
fected facilities may not have access to
these financial instruments. Even if
these options were available, the costs
could be prohibitive. To date, no insur-
ance companies willing to provide a
$150 million certificate of financial re-
sponsibility have actually begun opera-
tion. This could leave self-insurance as
the only option. The net worth of most
independent terminals is less than
$150 million, and they could not qualify
as self-insurers. This would be true for
a good number of refineries also, as evi-
denced by a recent National Petroleum
Refiners Association (NPRA) study dis-
cussed later in this section. Several as-
sociations representing the affected par-
ties have been working with their
membership to determine the impact of
the MMS proposed rulemaking on their
respective facilities.

Refineries

The NPRA represents virtually all
domestic refineries and petrochemical
manufacturers using processes similar
to refineries. Its membership includes
both large corporations and small inde-
pendent companies. A survey of refiner-
ies was made to determine their proxim-
ity to “navigable waters” as well as an
assessment of their ability to obtain
“certificates of financial responsibility.”
Of the 81 refineries responding to the
survey, 93 percent are located adjacent
to water, with 64 percent of those indi-
cating that these are in fact “navigable
waters” under the conventional use of
the term.
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It appears that there will be a sub-
stantial number of facilities that will be
unable to obtain COFRs, primarily facil-
ities owned and operated by small
companies. These smaller facilities are
generally located in less populated areas
and serve rural and fairly isolated com-
munities. Even among refineries that
self-insure, some facilities are concerned
that an additional $150 million insur-
ance requirement could be prohibitive to
further operations.

Out of the 81 refineries responding
to the survey, representing over 53 per-
cent of total U.S. operable capacity, 49
percent indicated it would be very diffi-
cult or impossible to obtain the neces-
sary insurance. When examining refin-
ing company capabilities (treating
multiple refineries under a single re-
sponsible party’s COFR obligation), 65
percent of the 43 refiners responding in-
dicated it would be difficult or impossi-
ble to obtain a COFR and several indi-
cated they will have to cease operations
if the federal government requires this
additional liability insurance.

Most of the very large refineries re-
ported they have easy access to credit
markets and therefore should be able to
obtain a COFR. However, even among
the larger refineries there is concern
about what the financial tests and crite-
ria would be and what would be needed
to demonstrate capability.4

Terminals

The Independent Fuel Terminal Op-
erators Association (IFTOA) is an asso-
ciation of 18 companies (not affiliated
with major oil companies) that own or
control deepwater oil terminals located
along the East Coast from Maine to
Florida and are capable of receiving

4 Integrated oil companies operating offshore
production facilities as well as refineries and termi-
nals would be required to obtain only a single COFR
for all company facilities.



ocean-going tankers. Members are pri-
marily independent marketers of resid-
ual fuel oils (Nos. 4, 5, and 6 fuels) and
home heating oil (No. 2 fuel); several
companies also market significant vol-
umes of gasoline at wholesale and retail
levels. Members handle nearly 50 per-
cent of the non-utility residual fuel oil
shipped to the East Coast, nearly 60 per-
cent of the non-utility residual oil
shipped to New England, 25 percent of
the No. 2 heating oil shipped to the East
Coast, and more than 50 percent of the
No. 2 heating oil shipped to New Eng-
land. The 18 companies own or control
68 deepwater terminals and 51 barge
and/or pipeline terminals, with a total
storage capacity of more than 67.5 mil-
lion barrels.

In general, if the MMS rule were
made applicable to these types of tradi-
tional onshore facilities, these compa-
nies would have great difficulty or, in
many instances, be unable to comply
with the OPA financial responsibility
obligation. Several of the companies
could self-insure, several could pur-
chase insurance if available and if the
rates were not exorbitant, but it is
likely that the majority could not meet
the obligation.

As a result, the market would lose a
substantial portion of the independent
distribution system on the East Coast
and those that remained would be finan-
cially weakened and less competitive.
The independent sector plays a valuable
role in the market, bringing product,
both domestic and foreign, into the sys-
tem and exerting downward pressure on
prices. This action enables consumers to
purchase home heating oil, gasoline,
diesel fuel, kerosene, and other essential
products at the lowest possible prices.
Thus, extension of a financial responsi-
bility requirement to onshore facilities
would have an adverse effect on the dis-
tribution of refined petroleum products,
their prices, and on the competitive na-

ture of today’s market. As noted previ-
ously, OPA imposes no financial respon-
sibility requirements on these offshore
facilities.

The Independent Liquid Terminals
Association (ILTA) represents 92 com-
panies that own more than 450 for-hire
bulk liquid terminals internationally,
with a total one-time storage capacity of
more than 302 million barrels in more
than 11,000 above-ground storage tanks.

Of these 92 ILTA member compa-
nies, 76 operate more than 400 for-hire
bulk liquid terminals in the United
States. Five of these companies operate
substantial for-hire pipeline operations
feeding more than 100 terminals. The
storage capacity of ILTA member com-
pany terminals located in the United
States is more than 250 million barrels
(10.5 billion gallons). Customers who
store at these ILTA member for-hire
terminals include oil producers, oil
companies of all sizes, petrochemical
producers, oil importers, utilities, man-
ufacturers, airlines, transportation
companies, and government agencies
including the military agencies. The
primary liquid handled is refined
petroleum products; this is followed by
petrochemicals, chemicals, crude oil,
and other liquids, including OPA-
regulated animal fats and vegetable
oils. Animal fat and vegetable oil termi-
nals would also be subject to the finan-
cial responsibility requirement. To the
extent these small terminals cannot af-
ford a $150 million insurance policy,
this would dramatically curtail the U.S.
cooking oil and salad oil business.
Thus, the impact reaches beyond the oil
industry into the food industry.

There is a wide range in size among
terminals. ILTA members’ terminals
range in storage capacity from 10,000
barrels to 5 million barrels. The smaller
the facility, the more it would have to
earn or the higher the surcharge it
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would have to impose to cover the cost
incurred to demonstrate financial re-
sponsibility (if customers would agree to
a surcharge). Because that would pre-
sent impossible circumstances, it is esti-
mated that at least 60 ILTA member
companies operating in the United
States would likely have to stop operat-
ing because they could not afford the
MMS “insurance operating permit.”
These 60 members operate 167 termi-
nals with 186 million barrels of storage
capacity. These operations represent
over 75 percent of the U.S. storage ca-
pacity operated by ILTA members.
Based on discussions between ILTA and
underwriters, however, it is more likely
that no ILTA terminals would be able to
obtain or afford the MMS-required
COFR with insurance.

Other Storage Facilities

While this section of the report fo-
cuses on refineries and terminals,
smaller storage facilities known as
bulk plants are an important link in
the distribution network. Bulk plants
typically receive and ship petroleum
products by truck. These trucks may
very well cross waterways in their de-
livery of products. The broad interpre-
tation by the MMS may be applicable
to bulk plants and perhaps even to in-
dividual retail motor fuel outlets. The
1989 NPC Storage and Transportation
Study mentioned that refiners and in-
dependent wholesalers are involved in
the operation of about 15,000 bulk
plants. The number of retail motor
fuel outlets in the report totaled ap-
proximately 170,000. The Petroleum
Marketers Association of America, the
Society of Independent Gasoline Mar-
keters of America, and the New Eng-
land Fuel Institute are among the mar-
keting groups concerned about the
devastating effect the MMS interpreta-
tion of the statute could have on their
membership.
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Storage facilities at U.S. airports
have not been specifically addressed in
this report. These storage facilities
could most certainly be included in the
MMS interpretation and the impact of
non-compliance could be significant to
air transportation in the United States.
This same concern extends to others in
the transportation industry operating
bulk storage facilities.

Conclusion

These three groups (NPRA, IFTOA,
and ILTA) fairly represent the refineries
and terminals reflected in Table 4-4. A
substantial number of refineries and ter-
minals could be forced to close as a re-
sult of the MMS interpretation of OPA
financial responsibility requirements.
These onshore facilities have a substan-
tial amount of storage capacity. Both
terminal associations report that a sig-
nificant number of their members could
not obtain a COFR and thus would be
forced to close. If this survey is repre-
sentative of the entire universe of U.S.
terminals, this staggering loss of storage
capacity could dramatically affect the
U.S. distribution system. As reported
earlier, the NPC Study on Petroleum
Storage and Transportation indicated
that inventories had averaged near the
minimum operating level over the 40
years of reported data; it is logical to as-
sume that a substantial loss of storage
capacity would likely create major dis-
tortions in the distribution system with
resultant product outages. The distribu-
tion system is still adjusting to the addi-
tion of a new grade of low sulfur distil-
late. While some new tankage was
constructed, most of the new product
will be handled by existing storage.
This strain on the system has been in-
tensified by multiple Reid Vapor Pres-
sure (RVP) requirements on gasoline,
oxygenated gasoline, and the upcoming
reformulated gasolines. The petroleum
distribution system is very flexible and



efficient. However, adequate storage ca-
pacity must be maintained to make it
function.

The MMS interpretation is contrary
to the law, particularly considering case
law interpreting the Federal Water Pol-
lution Control Act, the underlying
statute of OPA. Moreover, the legisla-
tive history of the statute demonstrates
that such a broad interpretation of the
financial responsibility requirement for
offshore facilities is incorrect and not
warranted. (See Chapter Five, “Solu-
tions.”)

FEDERAL AND STATE REVENUES

Oil and gas exploration and produc-
tion operations on the federal OCS were
initiated after OCSLA of 1953; subse-
quently the first OCS Lease Sale was
held in the Gulf of Mexico in October
1954. The sale resulted in the leasing of
394,721 acres and cash bonuses of
$116.4 million. From that point in time
to the present, with a few exceptions,
lease sales have occurred at least annu-
ally, and usually two or three times a
year.

Throughout the history of OCS pro-
duction in the United States, several
trends are clear. First, the vast majority
of petroleum products produced on the
OCS have been produced in the Gulf of
Mexico (well over 90 percent of the oil
and approximately 99 percent of the
gas). Second, within the Gulf, most OCS
production (98 percent of the oil and 88
percent of the gas) has been within the
Central Region of the Gulf. Third,
within the Central Region, the over-
whelming majority has been produced
from waters adjacent to or supported
from Louisiana. Fourth, by all indica-
tions, current trends will continue into
the foreseeable future. The majority of
proved reserves on the OCS are in the
Central Gulf Region, and the Central
and Western Gulf Regions are the only

OCS regions where the Minerals Man-
agement Service has to date encoun-
tered little resistance to lease sales, and
OCS activity in general.

Louisiana

Louisiana serves as the base for the
great majority of OCS operation in the
Gulf of Mexico:

e Of the 3,659 active production plat-
forms located on the Outer Conti-
nental Shelf in federal waters, all
but 23 are located in the Gulf of
Mexico. The vast majority of these
platforms are located off the coast of
Louisiana.

e The U.S. government has collected
a total of $37 billion in revenue
from OCS oil and gas production
since 1953. Eighty-four percent or
$31 billion of the revenue was pro-
duced off the coast of Louisiana.
The remaining fourteen percent of
the revenues was collected from the
other OCS Planning Areas.

e Ninety-two percent (7 billion bar-
rels) of the total OCS oil production
since 1954 (7.8 billion barrels) has
occurred off the coast of Louisiana.

® Ninety percent ($14 billion) of the
total $16 billion of OCS generated
oil revenues was produced off the
coast of Louisiana.

¢ Eighty percent of the total OCS gen-
erated natural gas production
(88 billion MCF) was produced off
the coast of Louisiana.

e Seventy-eight percent of the total
$20 billion in OCS generated natu-
ral gas royalties were produced off
the coast of Louisiana.

Louisiana benefits from OCS opera-
tions:

e The state receives an average of al-
most $5 million per year, excluding
escrow payments, from 28 percent of
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the revenue generated in federal
waters located from 3 miles to 6
miles off the state’s coast.

Nationwide, there are a total of 21
OCS Planning Areas under the pro-
posed 1992-1997 Draft Proposed Five-
Year National Gas and Oil Leasing Pro-
gram. This proposal provides for 23
lease sales over a five-year period. Ten
of the 23 lease sales (43 percent) would
occur in the Western and Central Gulf
of Mexico Planning Area. Thus, 43 per-
cent of the proposed lease sales over the
next five years will occur in 8 percent of
the total U.S. OCS acreage. Because a
moratorium on OCS lease sales along
the coast of California, Washington,
Rhode Island, Massachusetts, New
Hampshire, and Maine has been im-
posed through the year 2000, the Gulf of
Mexico region will be asked to carry the
burden of domestic OCS oil production
until the next century.

OCS activities in the northern Gulf
of Mexico, off southern Louisiana, pro-
vide an excellent example of the
widespread economic development such
activities bring to an area. When the
OCSLA passed in 1953, Lafayette was
the “Acadiana” region’s traditional dis-
tribution center, having recently trans-
formed from a railroad town to the cen-
ter of a highway network; Morgan City
was the self-proclaimed “shrimp capital
of the world;” and most of the remainder
of the region was primarily oriented to-
ward agriculture or the harvesting of re-
newable resources: shrimp, fish, craw-
fish, etc. Over the next three decades,
OCS and other offshore activities gradu-
ally came to constitute the most impor-
tant primary sector of the economy (both
in the Acadiana area and eastward
along the coast) and secondary and ter-
tiary support sectors developed in re-
sponse to the growth opportunity.

Thus, new investment (some of it
massive) was centered around the needs
of the offshore primary sector. Fabrica-
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tion yards sprang up on the banks of lo-
cal bayous as OCS and other offshore
production platforms, OCS and other off-
shore drilling rigs, and support vessels,
and metal fabrication of all types were
in great demand. In order to attract the
fabrication and construction industries
associated with OCS, and other offshore
activities, and thus produce local jobs,
communities approved long-term bond
issues for the construction of local indus-
trial parks contiguous to the waterfront
near the community. By the mid-1970s,
Morgan City was a major hub for OCS
development.

Some feeling for the extent of this
development can be had from the Miner-
als Management Service’s (1988) analy-
sis of the impacts of OCS development,
which estimated that OCS-related activ-
ities account for approximately 190,000
jobs with an annual payroll of over
$4 billion. Most of these occurred in the
Gulf of Mexico, and most of those in
Louisiana. If there is anything that is
certain concerning the socio-economic
and environmental impacts of OCS ac-
tivities, it is that it is impossible to
spend $4 billion a year on salary and
wages alone, then suddenly stop spend-
ing much of that, and not have an im-
pact. Simply put, the northern Gulf of
Mexico is one of the most developed, and
impacted, areas in the world with regard
to offshore oil and gas activities. Thus,
the vulnerability of the OCS-related ac-
tivities and development to the proposed
COFR requirements under OPA are of
great concern.

The MMS ANPR could affect most
of Louisiana’s state onshore and offshore
production. Mineral revenues comprise
much of Louisiana state government
revenues. In 1981, the state of
Louisiana’s oil and gas royalty and sev-
erance tax revenues onshore and state
offshore operations amounted to $1.1 bil-
lion. By 1992, that figure had declined
to $640 million. Additionally, energy



revenues amounting to $1.2 billion com-
prise one-fourth of the total 1992 state’s
revenues ($5.1 billion). Revenue from
federal oil and gas leases offshore
Louisiana totaled $2.2 billion in 1991.
To date, $69 billion in revenues from oil
and gas leases has been produced off-
shore Louisiana. While the total fiscal
impact of the full implementation of
OPA on the state’s economy and mineral
revenues has yet to be determined, a
preliminary analysis of the economic im-
pact of the MMS’s far-reaching ANPR
concerning Certificates of Financial Re-
sponsibility has been conducted. The re-
sults are indeed sobering and quite
problematic.

According to Dr. Robert Baumann at
the Louisiana State University Center
for Energy Studies, the economic impact
from the proposed rule, as applied to
what have traditionally been considered
“onshore facilities” under the FWPCA,
would literally shut down the oil and gas
industry in Louisiana. There are ap-
proximately 2,500 oil and gas operators
currently in the state. The discussion
that follows assumes that an operator is
realizing a net operating profit of $3 per
barrel and that the preliminary cost es-
timates for surety bonds to satisfy
COFR requirements are as shown below:

BASE COST
(PER $1000 OF COVERAGE PER YEAR)

Large Major $5

Mid-Size Major,
Large Independent $10

Small Independent $20-100

Based upon current production
rates in Louisiana and the state of the
oil and gas industry in Louisiana, if
Louisiana operators could obtain a $5
base cost per $1,000 of coverage per year
for a surety bond to satisfy the $150 mil-
lion COFR, only 122 state operators
would be able to afford the coverage.® If
the available price for that same cover-

age is $10 per $1,000 of coverage, then
only 70 operators could afford that cov-
erage. Finally, if the available price for
that coverage is $20, only 37 operators
in Louisiana could afford that coverage.
Simply put, the COFR requirements as
contemplated by the MMS would devas-
tate Louisiana’s economy and govern-
ment. In particular, Louisiana’s
12 coastal parishes, which harbor 6,700
wells and produce 1.1 billion cubic feet
of natural gas and 140 million barrels of
oil per year, could potentially cease to
exist as financially viable political subdi-
visions and cultural centers. In addi-
tion, the Caddo-Pine Island field, a field
in north Louisiana which has been in
production since 1910, would completely
shut down. Since no major oil compa-
nies operate in that field, every well in
the field would cease operations.

Although it is difficult to precisely
equate the loss of operators in Louisiana
due to the COFRs to an exact decrease
in production, the results are fairly obvi-
ous. Without question, the remaining
operators in the state could not make up
a sufficient amount of the lost produc-
tion to sustain an adequate flow of min-
eral revenues to the state’s coffers.
Thus, the state of Louisiana could easily
suffer a 50 to 80 percent reduction in
mineral revenues if the proposed rule is
adopted.

Texas

There are approximately 4 million
acres of publicly owned state land sub-
merged, including bays, estuaries, and
Gulf of Mexico waters out to 10.3 miles
(3 marine leagues).

The revenue from leasing this land
to oil and gas exploration and produc-
tion companies is deposited into the

5 These estimates are based on an assumed
profit margin and rate of production per operator.
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Permanent School Fund which helps
fund public education in Texas. Fiscal
year 1992 deposits into the fund were
$45.5 million. The proposed COFR re-
quirements threaten this educational
funding.

They also threaten the 839 operat-
ing wells in Texas state waters—the
owners, operators, the subsidiary service
industry, and the employees and fami-
lies of these entities.

Only a handful of the independent
operators of the 839 wells have a net
worth near $150 million. They cannot
afford to establish $150 million in finan-
cial responsibility. The bonding compa-
nies want five percent of the bond per
year ($7.5 million). The majority of com-
panies don’t make that much money a
year.

Takings Issue

Assuming that the cessation of pro-
duction resulting from the proposed rule
is essentially the same for the coastal,
energy-producing states (and there is no
evidence to suggest otherwise), most
states could argue that the subsequent
loss in mineral revenues (royalties and
taxes) is a “takings without compensa-
tion” by the federal government. How
will the federal government remedy
this?

Effects on Indian Tribes

The MMS ANPR seems to have the
effect of applying to Indian lands with-
out recognition of the unique factors per-
taining to oil and gas development and
production on those lands. Minimally,
the following should be taken into
consideration: (1) the effect of $150 mil-
lion financial responsibility obligation on
non-major producers as well as on strip-
per wells; (2) the effect of $150 million fi-
nancial responsibility obligation on trib-
ally owned production and development
by oil and gas companies operating on
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Indian lands; and (3) the recognition
that the appropriate body for jurisdic-
tional purposes for regulating within In-
dian lands under the framework envi-
sioned in the proposed regulations
should be the local Indian tribal govern-
ment and not the state within which the
tribe and its lands are situated.

In 1991, Indian lands produced
more than 131 million MCF of natural
gas valued at $210 million, and more
than 18 million barrels of oil valued at
more than $300 million. A great deal of
this production is developed by small in-
dependent operators who could not pos-
sibly demonstrate a financial responsi-
bility level of $150 million. On the
Osage Reservation alone, for instance,
there are no fewer than seven navigable
bodies of water created by the U.S.
Army Corps of Engineers and signifi-
cant rivers and creeks, including a 150-
mile stretch of the Arkansas River. Vir-
tually all of the 4 million barrels of oil
per year produced from this reservation
is from marginal and stripper wells op-
erated by small producers who could not
demonstrate a $150 million level of fi-
nancial responsibility. Osage is not
atypical in this respect. In the Upper
Missouri River Basin, from the Milk
River in northwestern Montana to the
Pick-Sloan reservoirs in eastern Mon-
tana and the Dakotas, significant
marginal and stripper production may
be prematurely abandoned if operators
are required to demonstrate an impossi-
ble level of financial strength. Simi-
larly, more than $220 million per year of
oil and gas production from Indian
lands in the Upper Colorado River
Basin is produced by independent oper-
ators who could not possibly demon-
strate a $150 million level of financial
responsibility in the present market-
place for insurance or guarantees.
(Even bonds for plugging and abandon-
ment of on-Reservation wells are becom-
ing increasingly difficult to obtain).



In addition, consistent with federal
policies to encourage tribal self-suffi-
ciency and economic independence,
many Indian tribes have, in recent
years, achieved market position for
themselves by the repurchase or devel-
opment of mineral interests on their
own lands through a tribally created
and owned oil and gas production and
development company. The Jicarilla
Apache Tribe has operated its own com-
pany, The Jicarilla Energy Company, for
years, developing, producing, and mar-
keting its own oil and gas. The Navajo
Nation recently created the Navajo Oil
Company and the Southern Ute Tribe
has, in the recent past, created and now
operates the Red Willow Production
Company. These companies were cre-
ated by tribes that accepted the invita-
tion from Congress to vertically inte-
grate and develop their own natural
resources as embodied in the policies
contained in the National Energy Policy
Act of 1992 as well as in other federal
legislation passed over the last 20
years. To drive these tribes from the
marketplace inadvertently by imposi-
tion of an impossible level of financial

responsibility requirement would be, at
the very least, at odds with the Con-
gressional policies and purposes of en-
couraging self-determination and eco-
nomic self-sufficiency.

Similarly, Congress has also sought
to enhance and strengthen tribal self-
government through specific policies ex-
pressed in legislation. Recent amend-
ments, for example, to the Safe Drinking
Water Act, the Clean Air Act, and the
Clean Water Act, expressly provide a
mechanism for tribes to undertake
regulation of resources located within
tribal lands by providing a federal
framework that expressly contemplates
tribal regulation rather than state or
federal regulations at the local level.
This recognition of tribal sovereignty on
the one hand and the absence of jurisdic-
tion by states on the other should be en-
couraged and continued through proper
language in the proposed regulations at
issue here. The definition of tribal lands
should expressly include the lands
within a tribe’s jurisdiction including
lands that come within the common defi-
nition of “Indian country.”
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CHAPTER FIVE

SOLUTIONS

INTRODUCTION

The National Petroleum Council has
focused its efforts on finding solutions to
two categories of problems which OPA
and its rulemakings present: those that
arise from the MMS’s very broad juris-
diction interpretation and those that
arise from OPA’s impact on the tradi-
tional offshore production industry. It is
clear that a broad interpretation of
OPA’s financial responsibility require-
ments, such as that put forward in the
MMS Advance Notice of Proposed Rule-
making, would have a damaging, even
devastating, impact on many parts of
the petroleum industry. As noted below,
however, this broad interpretation is not
dictated by OPA.

It is critical that rulemakers under-
stand the difficulties which OPA, es-
pecially as interpreted by the MMS, pre-
sents to the offshore industry. Even if
the rule is implemented with the most
reasonable geographic scope, however, it
will create new costs for offshore produc-
ers, shift the competitive balance among
current offshore producers, create a sig-
nificant barrier to entry for new opera-
tors, and increase the economic field size
in the offshore arena, to name but some
of the impacts. For small companies,
particularly those active only in state

offshore waters where they are not cur-
rently required to show evidence of fi-
nancial responsibility, the burden of the
financial responsibility requirement, if
inflexibly implemented, may be exces-
sive. The result would be that the com-
panies may withdraw from offshore ac-
tivity. These companies, furthermore,
would be forced out of the offshore mar-
ket because Congress had a misappre-
hension about offshore operations. The
kind of catastrophic spill feared by
Congress is not supported by the reser-
voir characteristics of the U.S. offshore
or by the offshore facilities’ design and
operating procedures.

This section discusses why the MMS
should narrow its jurisdictional defini-
tion of offshore facility and discusses the
flexibility available to the MMS in five
critical interwoven areas of the OPA fi-
nancial responsibility rulemaking:

® The $150 million financial responsi-
bility level

e The implementation of a de minimis
provision

¢ The definition of “guarantor”
e The criteria for self-insurance

e The interaction of OPA’s financial
responsibility regulations with state
requirements.
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THE JURISDICTIONAL QUESTION

The MMS links the definition of off-
shore facilities to onshore facilities.
While OPA does not combine the defini-
tions of onshore and offshore facilities
into one broad category, the MMS has
interpreted the financial responsibility
requirements for offshore facilities to in-
clude many onshore facilities—and pro-
poses extending this definition to in-
clude and require that “responsible
parties” for these facilities comply with
the “offshore facility” financial responsi-
bility requirements. In fact, the OPA
definitions of “responsible party” are
separate for onshore and offshore facili-
ties, as are the liability schemes, and the
statutory language determining re-
sponse plans are also separate and dis-
tinct. OPA only requires an oil spill re-
sponse plan for an onshore facility that
could cause “substantial harm.” Impos-
ing the financial responsibility require-
ment of OPA on onshore facilities is in-
consistent with provisions of the statute
that address and define the liability lim-
its of a “responsible party” with opera-
tions in, on, or under waters of the
United States.

The definition of a “responsible
party” for an offshore facility [Section
1001(32)(c)] narrows the categories of
persons required to show financial re-
sponsibility to three types of entities:
“lessee,” “permittee,” or “the holder of a
right to use land and easement granted
under applicable state law or the Outer
Continental Shelf Lands Act.”

OPA defines “lessee”
1001(16)] as:

a person holding a leasehold in-
terest in an oil or gas lease on
lands beneath navigable waters
(as defined in Section 2(a) of the
Submerged Lands Act) or on
submerged lands of the Outer
Continental Shelf, granted or
maintained under applicable

[Section
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state law or the Outer Conti-
nental Shelf Lands Act (43
U.S.C. 1331 et seq.). 33 U.S.C.
1001(16).

OPA defines “permittee” [Section
1001(26)] as:

a person holding an authoriza-
tion, license, or permit for geo-
logical exploration issued under
Section 11 of the Outer Conti-
nental Shelf Lands Act (43
U.S.C. Section 1340) or under
applicable state law. 33 U.S.C.
1001 (28).

While the term “holder of a right of use
and easement” is not defined in OPA, it
refers again to the possessor of interest
“granted under applicable state law or
the Outer Continental Shelf Lands Act,”
and such possessor is a “responsible
party” for an offshore facility only when
it is a “different person than the lessee
or permittee” [Section 1001(32)(c)
of OPA].

Thus, the MMS’s overbroad inter-
pretation of the scope of the financial re-
sponsibility requirement is contrary to
OPA’s structure and intent. In fact, if
the MMS were to impose financial re-
sponsibility requirements on a refinery,
terminal, or other on-land facility, it
would find no OCSLA lessee or permit-
tee and hence no responsible party for
an OPA offshore facility.

The MMS interpretation ignores this
distinction, and thereby forces every facil-
ity to evidence financial responsibility in
the amount of $150 million or stop its
operations. Pursuant to Executive Order
12777, the Secretary of the Interior is
given the authority and responsibility for
implementing OPA Section 1016 financial
responsibility requirements for offshore
facilities. To assume that such authority
and responsibility is extended to onshore
facilities is inconsistent with the clear in-
tent of Executive Order 12777 to delegate
the authority and responsibility for on-



shore facilities to the Environmental Pro-
tection Agency and the Department of
Transportation. In fact, the MMS recog-
nizes these distinctions in the Memoran-
dum of Understanding that divides juris-
diction for offshore facilities, onshore
facilities, and deepwater port and on-
shore pipelines among MMS, EPA, and
the Department of Transportation.

OPA is clear in its distinct and sepa-
rate treatment of offshore and onshore
facilities. The terms are individually de-
fined and used independently through-
out the Act. Congress specifically ex-
cluded onshore facilities from the
financial responsibility requirements;
therefore, Section 1016 is not applicable
to any onshore facility. Rather, Section
1016 applies solely to vessels and off-
shore facilities. The legislative history
is completely clear, as stated in the Re-
port of the Senate Committee on the En-
vironmental and Public Works, page 16:
“There is no requirement for showing ev-
idence of financial responsibility for on-
shore facilities.” [S. Rep. No. 94, 101st
Cong., 1st Sess. 16 (July 28, 1989)]

OPA defines “offshore facility” as
“any facility of any kind located in, on,
or under any of the navigable waters of
the United States, and any facility of
any kind which is subject to the juris-
diction of the United States and is lo-
cated in, on, or under any waters, other
than a vessel or a public vessel”
[§ 1001(22)]. An “onshore facility,” as
defined by OPA, “means any facility (in-
cluding, but not limited to, motor vehi-
cles and rolling stock) of any kind lo-
cated in, on, or under any land within
the United States other than submerged
land” [§ 1001(24)]. OPA relied on defini-
tions used in the Federal Water Pollu-
tion Control Act of 1972, 33 U.S.C. §§
1321(a)(10) & (11) (FWPCA). OPA’s leg-
islative history states that:

[t]he terms “offshore facility,”
“onshore facility,” . . . and “ves-

sel” are re-stated verbatim
from Section 311(a) [33 U.S.C.
§ 1321(a)] of the FWPCA. ... In
each case, these FWPCA defini-
tions shall have the same
meaning in this legislation as
they do under the FWPCA and
shall be interpreted accord-
ingly. To the extent that docks,
piping, wharves, piers, and
other similar appurtenances
that rest on submerged land
and that are directly or indi-
rectly connected to a land-
based terminal are deemed to
be part of an onshore facility
under the FWPCA, they are
likewise deemed to be part of
an onshore facility under the
Conference substitute.

H.F. Conf. Rep. No. 101-653, 101st
Cong., 2d Sess. 779-80 (1990) (emphasis
added).

Thus, it is useful to examine how
an onshore facility is defined and ap-
plied under the FWPCA. The Commit-
tee’s logic reflects earlier case law. In
Union Petroleum Corp. v. United States
[651 F.2d 734 (Ct. Cl. 1981)], the U.S.
Court of Claims held that an onshore fa-
cility, as defined under the FWPCA, en-
compassed the plaintiff’s entire oil ter-
minal and distribution facility,
including the pipeline that ran to the
pier. The plaintiff’s terminal consisted
of an “onshore facility, dock area, and
the pipeline area that leads to the
dock.” Id. at 737. The Court of Claims
first quoted 33 U.S.C. §1321(a)(10), not-
ing that “[tlhe Act broadly defines an
‘onshore facility’.” Id. at 742 (emphasis
added). The court then concluded:
“There is no doubt that under the defi-
nition the Union Terminal, consisting in
part of a transportation facility which
includes loading racks for trucks and
railroad tank cars, and a dock extending
into Chelsea Creek for oil tankers, is an
‘onshore facility’.” Id.
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Thus, Union Petroleum Corp. stands
for the proposition that the various com-
ponents of a shore-based facility should
not be segmented, merely because the
pipeline portion passes over navigable
water to reach a dock. Rather, because
the pipeline’s terminus was on the
shore, attached to Union’s tank farm for
the storage of oil and gas, it was prop-
erly considered part of the onshore facil-
ity. This is consistent with the courts’
understanding that a dock or pier is con-
sidered an appurtenance to the shore
from which it originates. Also Sea
Cabin on the Ocean IV Homeowners
Ass’n v. City of Myrtle Beach,
F.Supp. : , No. CIV. A. 4:90-
1411-2, 1993 WL 290295, at 2-3 (D.S.C.
July 27, 1993) (discussing various cases
holding pier is appurtenance to shore-
based realty). The MMS’s attempt to
narrow the “broad” definition of onshore
facilities under OPA conflicts with the
FWPCA and its treatment under Union
Petroleum Corp.l1 Congress clearly in-
tended that a pipeline or loading or re-
ceiving dock that is “directly connected
to a land-based terminal” is part of an
onshore facility under OPA.

In addition, Congress took careful
steps in framing OPA to exempt onshore
facilities from the financial responsibil-
ity requirements demanded of offshore
facilities and vessels. Onshore facilities,
along with the latter two categories, are
included in all other respects of the
statute. For example, OPA defines “re-
sponsible party” separately for vessels,
offshore facilities, and onshore facilities
[§ 1001(32)]. Thus, all three categories
are addressed in the bulk of OPA’s sub-
stantive provisions, including those
dealing with the elements of liability
(§ 1002), defenses to liability (§ 1003),
limits on liability (§ 1004), interest paid
(§ 1005), recovery by the responsible
party (§ 1008), claims procedure
(§ 1013), advertisement of source
(§ 1014), and subrogation (§ 1015). Yet,
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the financial responsibility section ap-
plies only to vessels and offshore facili-
ties [see §§ 1016(a)&(c)]. The explicit
exclusion of onshore facilities was not a
Congressional oversight; rather,
Congress specifically chose to exempt
onshore facilities from the financial re-
sponsibility requirements because of the
fundamentally different nature of those
facilities, in contrast to vessels and off-
shore facilities.

Based on the foregoing, the MMS’s
proposed regulations to treat an onshore
facility as an offshore facility violate
Congressional intent as evidenced in the
FWPCA, OPA, and OPA’s legislative his-
tory, and as construed by the courts in
Union Petroleum Corp. Pipelines that
are an integrated part of an onshore ter-
minal are properly classified as “onshore
facilities” and thus are exempt from the
scope of the proposed rule.

1 Union Petroleum Corp.’s holding, as well as
OPA'’s Conference Report, is echoed in a recent in-
terim final rule issued by the Research and Special
Programs Administration (RSPA) of the Department
of Transportation. These regulations are mandated
by OPA and are directed at improving response capa-
bilities and minimizing the environmental impact of
oil discharges from onshore pipelines. RSPA noted
that

most onshore pipelines, because of their
locations, could reasonably be expected to
cause substantial harm to the environ-
ment by discharging oil into or on the nav-
igable waters or adjoining shorelines.
This determination is based on the volume
of oil transported by pipelines and the fact
that they often cross, or are located adja-

cent to, navigable waters. Thus, most on-
shore oil pipeline operators will be re-

quired to prepare and submit response
plans.

Response Plans for Onshore Oil Pipelines, 58
Fed. Reg. 247 (January 5, 1993) (emphasis added).

Hence, the mere fact that an onshore pipeline
crosses navigable waters does not render that seg-
ment of it an “offshore pipeline,” where it is part of an
integrated onshore unit. RSPA’s comments reflect the
common sense approach of Union Petroleum Corp.,
that a pipeline crossing over water may still be con-
sidered an onshore facility. See e.g., 49 C.F.R. § 194.3
(1993).



In addition, the response plan re-
quirements under Section 4204(5) of
OPA clearly define onshore facilities as
being different than offshore facilities.
This further supports the position that
including onshore as part of an offshore
facility is not intended by OPA. In the
course of regulating for OPA’s response
plan requirements, the MMS properly
observed these legal distinctions be-
tween onshore and offshore facilities. In
light of this recent regulatory history,
the MMS’s current attempt to ignore
those distinctions is inconsistent with
the statute.

Recommendation
The MMS should:

e Clarify that OPA’s financial re-
sponsibility requirements only
apply to facilities in the territo-
rial seas and the OCS

e Clarify that the financial re-
sponsibility requirements only
apply to lessees, permittees, or
holders of a right of use or ease-
ment under state law or the
Outer Continental Shelf Lands
Act.

THE $150 MILLION FINANCIAL
RESPONSIBILITY REQUIREMENT
AND DE MINIMIS PROVISIONS

A central concern for the offshore
industry and financial providers is the
sheer magnitude of the requirement to
evidence financial responsibility of
$150 million, more than four times the
former level for OCS operators, and an
entirely new requirement for operators
in state waters. While many operators
were able to self-insure for the former
$35 million level, only the very largest
operators, perhaps some 15 to 20, would
be able to self-insure at the new
$150 million level under existing rules
(a later section discusses possible alter-
native criteria for self-insurance). Fur-

thermore, OPA’s provision for direct ac-
tion against guarantors has so far
stymied attempts to arrange commercial
insurance coverage for certifications of
financial responsibility (see later section
on this subject). Were the MMS to spec-
ify that insurers are not guarantors, or
for other reasons insurance companies
were to accede to insuring the financial
responsibility amount, the enormously
increased coverage will come only at a
large price. Finally, the largest offshore
operators produce about 175,000 barrels
per day each (from mult